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Preface 


A  year  ago,  the  Ontario  Economic  Council  issued  a  series  of  papers  on 
“Issues  and  Alternatives”  in  six  areas  of  major  concern  for  public  policy  in 
Ontario  and  in  Canada.  These  papers  focussed  on  public  expenditure  policies 
in  the  fields  of  health,  housing,  education  and  social  security,  as  well  as  on 
policies  related  to  national  independence  and  the  development  of  northern 
Ontario. 

As  a  direct  extension  of  its  work  in  these  areas,  the  Council  is  now 
issuing  three  additional  papers  under  the  general  heading  of  “Issues  and 
Alternatives”.  These  concentrate  on  the  outlook  for  the  Ontario  economy 
during  the  next  decade,  the  public  decision-making  process  and  intergovern¬ 
mental  relations.  The  purpose  of  these  papers,  as  of  those  published  earlier, 
is  to  highlight  major  issues,  as  we  see  them,  to  stimulate  informed  public 
debate  on  these  issues  and  to  provide  a  framework  for  discussion  about 
possible  improvements  in  government  policies. 

In  the  Council’s  view,  this  paper  raises  what  we  regard  as  some  of  the 
more  pressing  problems  that  are  likely  to  face  Ontario  during  the  next  de¬ 
cade.  In  order  to  provide  a  statistical  background  for  consideration  of  these 
issues,  economic  projections  prepared  by  four  economists  at  the  Institute  for 
Policy  Analysis  at  the  University  of  Toronto  are  supplied  in  an  accom¬ 
panying  report. 

Any  projections  into  the  future  necessarily  rest  on  a  combination  of 
assumptions,  speculations  and  estimates  that  may  be  questioned.  Although 
the  work  at  the  Institute  was  commissioned  by  the  Council  and  we  believe 
warrants  publication,  it  should  be  clearly  recognized  that  the  projections 
reflect  the  views  of  the  authors  and  not  necessarily  those  of  the  Ontario 
Economic  Council. 

It  is  the  Council’s  hope  that  this  report  and  the  companion  study  will 
make  a  useful  contribution  to  the  identification  of  policy  issues  looming  on 
the  horizon  for  this  Province  and  to  their  resolution. 

While  each  member  of  the  Ontario  Economic  Council  does  not  necessar¬ 
ily  subscribe  to  everything  contained  in  this  report,  the  report  does  reflect  a 
consensus  of  the  Members. 


G.  L.  Reuber 
Chairman 

Ontario  Economic  Council 
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Summary  and  Main  Policy  Issues 


Confidence  in  the  ability  of  governments  to  manage  the  economy  has 
gradually  eroded.  Uncertainty  now  seems  to  be  the  watchword.  Because  of 
these  concerns,  the  Ontario  Economic  Council  commissioned  a  projection  of 
the  longer  term  prospects  for  the  Ontario  and  national  economies  and  com¬ 
ments  here  on  these  projections  and  on  areas  of  apparent  economic  diffi¬ 
culty.  The  projections  for  the  economy  during  the  next  decade  do  not 
indicate  a  return  to  the  better  performance  of  the  1960s.  For  example  a 
return  to  neither  the  low  3.6  percent  unemployment  rate  of  1966  nor  the 
low  3.7  percent  inflation  rate  which  accompanied  it,  is  indicated  in  the 
period  covered  by  the  projections. 


Priorities 

In  the  Council’s  view  the  maintenance  of  national  unity  through  an 
appropriate  allocation  of  power  and  responsibilities  between  the  federal 
government  and  the  provinces,  the  preservation  of  individual  freedom  and 
greater  equality  of  opportunity  are  important  goals  in  addition  to  the  tradi¬ 
tional  economic  goals  of  full  employment,  reasonably  stable  prices  and  a 
high  and  steady  rate  of  economic  growth.  The  Council  would  prefer,  of 
course,  that  all  of  these  goals  could  be  realized  in  full.  But  in  practice,  when 
all  the  technicalities  are  cleared  away,  choices  must  be  made.  There  are 
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painful  trade-offs  among  a  number  of  competing  “good  things”.  The  cost  of 
achieving  one  goal  at  the  expense  of  others  is  a  technical  relationship,  but 
the  choice  among  alternative  combinations  of  goals  can  only  be  made 
through  the  political  process. 

A  more  equitable  distribution  of  income  is  often  cited  as  a  goal:  in 
practice  it  is  usually  so  imprecisely  stated  that  it  is  of  little  guidance  to  those 
making  policy  decisions.  Sometimes,  this  goal  has  been  used  to  sanction 
distributional  policies  which  have  turned  out  to  be  of  dubious  effectiveness. 

The  Council  also  places  “improving  the  quality  of  the  environment,” 
“enhancing  the  Canadian  lifestyle”  and  achieving  “national,  political,  and 
economic  independence”  on  its  list  of  priorities.  In  the  current  environment 
of  lower  growth  and  greater  uncertainty,  however,  these  are  likely  to  be 
traded  off  to  a  greater  extent  than  in  the  recent  past  for  the  traditional  goals 
mentioned  above.  The  use  of  goals  as  criteria  for  policy  formation  is  de¬ 
scribed  in  somewhat  greater  detail  in  a  companion  council  paper  The  Process 
of  Public  Decision-Making. 


Some  Projections 

The  projections  for  the  Ontario  and  national  economies  were  prepared 
for  the  Council  by  economists  at  the  Institute  for  Policy  Analysis  of  the 
University  of  Toronto.  Their  study,  The  Ontario  Economy  1977-1987 ,  is 
being  published  concurrently.  The  Council  is  not  a  forecasting  body;  but 
with  the  assistance  of  independent  appraisers,  the  Council  has  made  a  critical 
assessment  of  the  projections  and  believes  them  to  be  both  relevant  and 
credible. 

It  should  be  noted  that  these  projections  are  based  upon  many  assump¬ 
tions  relating  to  such  considerations  as  energy  investment,  the  foreign  trade 
outlook  and  so  forth.  The  assumptions  made  seem  reasonable  at  present. 
However,  it  cannot  be  emphasized  too  strongly  that  these  are  projections, 
not  forecasts.  As  projections,  they  do  not  attempt  to  take  into  account 
speculation  on  changes  in  economic  policies,  political  events  and  world  eco¬ 
nomic  conditions  which  will  no  doubt  occur.  Alternative  scenarios  have  been 
modelled  in  an  attempt  to  assess  the  sensitivity  of  the  results  to  changes  in 
energy  prices,  immigration  and  a  tax  cut.  The  results  obtained  under  alterna¬ 
tive  assumptions  are  as  revealing  as  the  projections  based  on  “no  change” 
assumptions. 

In  the  ‘high-price’  energy  scenario  oil  prices  are  assumed  to  increase  faster 
than  prices  generally  until  Canadian  oil  prices  catch  up  with  international 
prices.  After  this  point  all  energy  prices  increase  at  the  general  rate  of  infla¬ 
tion.  This  seems  more  plausible  than  any  lower  projection  for  energy  prices. 
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In  this  high-price  energy  scenario,  the  projections  indicate  that  the  perfor¬ 
mance  of  the  economy  would  improve  after  a  slow  recovery  from  the  1975 
recession.  Over  the  longer  run,  the  rate  of  growth  of  output  would  decline 
because  of  lower  rates  of  growth  of  the  labour  force,  lower  rates  of  growth 
of  the  capital  stock  in  the  non-energy  sectors  of  the  economy,  and  a  lower 
growth  of  world  trade  (which  has  a  particularly  important  impact  on 
Ontario).  This  would  be  partially  offset  by  increased  energy  investment.  The 
projected  net  result  would  be  a  less-than-fully  employed  economy  before 
and  especially  after  the  period  of  high-energy  investment. 

The  projections  lead  to  the  following  conclusions.  Without  policy  or 
other  changes,  the  unemployment  rate  in  Ontario  (as  a  percent  of  the  labour 
force)  would  rise  to  over  seven  percent  in  1978  and  would  remain  above  that 
level  in  1979  and  1980.  This  rate  would  decline  and  be  between  5 14  and  6 
percent  in  the  middle  years  of  the  next  decade.  The  rate  of  inflation  would 
improve  throughout  the  projection  period  but  would  remain  above  3.9  per¬ 
cent.  Further  details  on  the  projections  are  contained  both  in  the  text  below 
and  in  the  accompanying  volume  The  Ontario  Economy  1977-1987. 


Population  and  Labour  Force  Trends 

The  size  and  composition  of  the  population  and  labour  force  are  impor¬ 
tant  long-run  determinants  affecting  any  economy.  The  postwar  baby  boom, 
the  subsequent  decline  in  the  birth  rate  and  their  combined  effects  on 
schools,  colleges,  universities  and  the  housing  market,  for  example,  all  are 
evident.  In  the  projection  period  which  we  are  considering  a  number  of 
structural  changes  are  likely  to  occur  in  the  population.  The  growth  rate  of 
the  population  and  the  labour  force  will  almost  certainly  be  reduced  because 
of  the  decline  in  the  birth  rate  and  a  decline  in  the  rate  of  immigration.  This 
decline  in  the  growth  of  the  labour  force  probably  will  be  quite  marked: 
from  an  annual  rate  of  growth  of  4  percent  in  the  early  part  of  this  decade  to 
less  than  2  percent  by  1987.  Such  a  reduction  in  the  growth  of  the  labour 
force  would  reduce  the  growth  rate  of  provincial  and  national  output.  By  the 
standards  of  the  1950s  and  1960s  it  appears  that  the  unemployment  rate  is 
likely  to  remain  high. 

The  Ontario  population  is  becoming  older  on  average.  This  change  in  the 
age  composition  of  the  population  will  be  most  noticeable  for  those  of 
school  age.  The  share  of  the  total  population  aged  between  5  and  19  will 
decline  from  a  level  of  approximately  28  percent  in  1975  to  about  21 
percent  in  1987.  One  consequence  will  be  to  reduce  substantially  the  de¬ 
mand  for  school  places.  This  effect  is  already  being  seen  in  primary  schools 
but  it  will  soon  be  seen  in  secondary  schools  and  subsequently  in  universities 
and  colleges  unless  participation  rates  rise  dramatically  for  the  latter. 
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The  effects  of  the  aging  of  the  population  will  be  less  dramatic  at  the 
upper  end  of  the  age  spectrum.  In  1975  8.6  percent  of  the  population  of 
Ontario  was  over  65  years  of  age.  It  is  estimated  that  this  proportion  will  rise 
to  about  10  percent  by  1987. 

On  a  more  speculative  note,  there  is  some  evidence  to  suggest  that  the 
aging  of  the  population  and  the  movement  of  more  persons  into  higher 
marginal  tax  brackets  will  result  in  a  more  conservative  society.  One  result 
could  be  that  a  larger  fraction  of  voters  will  be  more  opposed  to  the  further 
growth  of  the  public  sector. 


Financial  Aspects  of  the  Outlook 

A  capital  shortage  or  a  sharp  rise  in  real  rates  of  interest  in  Canada  is  not 
suggested  by  the  projections.  A  continued  inflow  of  foreign  capital  is  indi¬ 
cated. 

An  important  factor  in  the  financial  outlook  is  the  rate  of  inflation 
which,  in  the  recent  past,  has  distorted  financial  markets.  A  deceleration  in 
the  rate  of  price  increases  should  facilitate  financial  intermediation  and 
lower  nominal  interest  rates.  The  balance  sheets  of  firms  should  be  improved 
by  ultimately  permitting  the  lowering  of  debt-equity  ratios  and  lengthening 
the  maturity  of  debts. 

The  projections  suggest  that  provincial  government  financing  will  be 
complicated  in  the  1980s  by  a  decline  in  net  financing  from  non-public 
sources,  such  as  the  Canada  Pension  Plan  and  the  Ontario  Teachers’  Super¬ 
annuation  Fund.  If  benefit  rates  and  eligibility  conditions  are  to  be  main¬ 
tained,  higher  taxes  and/or  a  lower  growth  of  provincial  expenditures  and/or 
higher  contribution  rates  to  pension  funds  would  be  necessary.  The  Council 
urges  the  Province  to  continue  its  efforts  to  reduce  the  growth  of  its  spend¬ 
ing  to  help  ameliorate  this  problem. 


Labour-Management  Relations  in  the  Public  Sector 

Public  sector  labour  disputes,  which  have  inconvenienced  the  public  and 
have  provided  seemingly  large  wage  settlements,  perhaps  leading  to  a  general 
upward  pull  on  wages  and  prices,  have  been  a  source  of  concern.  Although 
the  evidence  is  scanty,  such  information  as  is  available  suggests  that  public 
sector  wages  have,  on  average,  exceeded  those  in  the  private  sector,  at  least 
during  the  last  fifteen  years.  Public  sector  wages  are  unlikely  to  fall  below 
those  in  the  private  sector  because  workers  can  shift  to  the  latter.  On  the 
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other  hand,  there  is  no  market-constrained  ceiling  for  public  wages  because 
governments  are  much  less  directly  inhibited  by  budgetary  considerations 
and  by  domestic  and  foreign  competition.  The  right  to  strike  is  not  the 
major  issue.  It  is  difficult,  if  not  impossible,  to  enforce  laws  prohibiting  large 
numbers  of  workers  from  striking,  although  in  the  event  of  illegal  strikes 
damage  claims  imposed  on  unions  by  the  courts  may  provide  an  avenue  of 
redress  that  has  been  inadequately  explored. 

The  Council  suggests  that  tying  public  sector  wage  increases  to  those  in 
the  private  sector  would  reduce  criticism  of  public  wage  settlements.  How¬ 
ever,  the  same  percentage  increases  in  both  sectors  would  result  in  an  increas¬ 
ing  absolute  wage  differential  since  the  existing  differential  would  also  grow 
by  the  percentage  chosen  at  each  round  of  negotiations.  This  suggests  that 
any  formula  would  have  to  take  into  account  prevailing  disparities  and  grad¬ 
ually  eliminate  them  on  a  job-by-job  basis.  Such  factors  as  job  security, 
fringe  benefits  and  the  number  of  applicants  relative  to  vacancies  would  also 
have  to  be  taken  into  account  if  a  formula  were  gradually  to  reduce  the 
problem  as  it  is  now  perceived  by  many. 

Regulation  of  the  Economy 

The  appropriate  degree  and  kind  of  government  regulation  of  markets  is 
a  complex  technical  and  political  question.  Government  regulation  is  usually 
justified  by  such  factors  as  the  existence  of  excessive  market  power  or  pri¬ 
vate  sector  damage  imposed  on  the  public  by,  for  example,  pollution.  In 
these  situations  private  and  social  costs  diverge  and  government  intervention 
may  be  justified.  But  the  case  for  market  interference  by  government  in 
specific  instances  is  often  vague.  As  we  all  know,  governments  have  imposed 
more  and  more  restrictions  on  the  private  sector.  The  existence  of  an  increas¬ 
ingly  complex  web  of  regulations  covering  an  ever-widening  range  of  eco¬ 
nomic  activities  inhibits  private  choice  and  entrepreneurial  initiative  in  the 
private  sector.  Keeping  up  with  regulatory  changes  absorbs  more  managerial 
time  and  imposes  heavy  overhead  costs.  These  costs  ultimately  are  likely  to 
be  borne  by  consumers  through  higher  prices,  and  by  labour  through  higher 
unemployment  and  lower  wages  and  salaries.  Profits,  on  the  other  hand,  are 
frequently  raised  when  the  regulations  restrict  competition  by  inhibiting 
entry  or  by  so-called  “supply  management”. 

The  use  of  more  and  more  regulations  to  protect  groups,  firms  and 
industries  means  that  the  changes  needed  to  make  industries  viable  are  often 
delayed.  Frequently,  the  initial  difficulties  that  brought  about  the  regulatory 
provisions  in  the  first  place  are  perpetuated  by  the  regulations  rather  than 
removed. 

Many  regulations  are  necessary.  But,  in  the  Council’s  view,  the  process 
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may  have  proceeded  too  far  in  many  areas.  The  Government  of  Ontario  and 
the  Government  of  Canada  cannot  adequately  appraise  the  existing  mea¬ 
sures.  Our  elected  representatives  seem  to  have  taken  on  more  than  they  can 
effectively  oversee.  This  necessarily  means  increasing  the  discretionary 
powers  of  officials.  But  who  will  regulate  the  regulators? 

Unlike  government  expenditures  and  taxes,  estimates  of  regulatory  ef¬ 
fects  appear  neither  in  the  national  accounts  nor  in  the  audits  of  depart¬ 
ments.  It  is  the  Council’s  view  that:  regulatory  authority  should  be  granted 
for  only  limited  periods  of  time  (as  with  the  compulsory  decennial  revision 
of  the  Bank  Act)\  more  resources  should  be  given  to  the  legislature  to  assess 
the  consequences  of  regulation;  where  objectives  are  clear  cut  (such  as 
income  support  for  farmers),  methods  other  than  restricting  competition 
should  be  chosen  to  provide  assistance  wherever  possible. 

Productivity  and  Competitiveness 

In  the  last  few  years,  widespread  concern  about  our  productivity  perfor¬ 
mance  and  international  competitiveness  has  emerged.  This  has  occurred  for 
several  reasons.  The  first  was  a  slowing  in  the  growth  rate  of  productivity  in 
Canada  in  late  1973  which  turned  into  an  absolute  decline  during  the  reces¬ 
sion.  Another  factor  was  a  rate  of  growth  of  wages  and  salaries  in  Canada 
that  was  faster  than  that  in  the  United  States,  our  major  competitor. 

Neither  of  these  developments  would  have  been  as  important  as  they 
turned  out  to  be  had  the  Canadian  exchange  rate  fallen  to  reflect  the  decline 
in  our  relative  competitive  position.  But  heavy  foreign  borrowing,  particu¬ 
larly  by  the  provinces,  and  the  attraction  of  relatively  high  interest  rates  in 
Canada  have  tended,  until  recently,  to  keep  the  exchange  rate  higher  than 
the  increases  in  our  relative  price  and  productivity  performance  justified. 

Longer  term  considerations  should  not  be  ignored.  Even  when  Canada 
had  wages  30  percent  below  U.S.  wages,  many  key  Canadian  industries  were 
unable  to  compete.  The  tariff,  which  for  much  of  Ontario’s  industry  has 
resulted  in  a  wide  range  of  products  and  short  production  runs  (and  hence 
reduced  the  scope  for  gains  from  specialization)  is  an  important  long  term 
barrier  to  improved  competition  and  productivity.  Canada  is  a  highly  pro¬ 
tected  market.  It  is  often  assumed  that  Ontario  benefits  relative  to  other 
provinces  because  the  tariff  has  encouraged  the  manufacturing  industry  in 
Ontario.  Available  research  suggests  that,  while  perhaps  this  is  true  for  partic¬ 
ular  industries,  the  amount  of  processing  done  in  Ontario’s  industries  as  a 
whole  is  less  than  the  amount  likely  with  freer  trade. 

The  price  of  oil  also  poses  special  problems  for  the  Ontario  economy 
especially  for  export  industries.  How  serious  these  problems  are  depends 
upon  the  magnitude  of  future  price  increases  here  and  abroad. 
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The  projections  indicate  that  without  changes  in  policy  or  external 
changes  the  industrial  structure  of  Ontario  will  continue  to  favour  the  rela¬ 
tive  growth  of  the  service  sector  during  the  next  decade.  This  has  implica¬ 
tions  for  the  growth  of  productivity  (because  labour  productivity  in  the 
service  sector  appears  to  grow  more  slowly  than  that  in  other  sectors)  and 
for  changes  in  relative  prices  and  wages. 

Managing  the  Economy 

The  view  that  business  fluctuations  can  be  easily  controlled  flourished  up 
to  the  1960s  and  then  gradually  faded.  In  Canada  stabilization  policy  is 
largely  a  federal  government  responsibility.  But  clearly  it  is  a  matter  of 
concern  to  the  provinces  too.  Many  commentators  are  now  saying  that 
attempts  actively  to  manage  the  economy  are  often  destabilizing  because  of 
the  many  long  and  variable  lags  in  the  impact  of  policy  decisions  on  output, 
wages  and  prices.  A  policy  change  today,  seemingly  appropriate  to  the  prob¬ 
lems  of  today,  is  unlikely  to  have  an  impact  before  twelve  to  eighteen 
months.  Then  the  problem  may  be  quite  different. 

The  Council  believes  that  fiscal  policy  has  become  a  much  less  flexible 
instrument  because  of  continued  high  rates  of  government  spending  and 
because  of  the  monetary  implications  of  financing  deficits.  If  growth  in  the 
size  of  the  public  sector  were  more  limited,  expansionary  fiscal  policy  could 
emphasize  tax  reductions  rather  than  increased  government  spending.  In¬ 
deed,  without  expenditure  restraint,  in  the  short  run  the  need  to  finance  the 
revenue  losses  arising  from  tax  cuts  can  have  adverse  monetary  conse¬ 
quences.  With  lower  deficits,  lower  interest  rates,  and  a  lower  inflation  rate 
in  recent  years  we  might  have  had  an  exchange  rate  that  would  have  better 
reflected  our  price  and  productivity  performance. 

Finally,  critics  of  economic  policy,  including  those  close  to  where  deci¬ 
sions  are  made,  have  noted  a  common  theme  running  through  much  of  our 
economic  history.  Policy  makers  have  had  a  tendency  to  concentrate  on  only 
one  problem  at  a  time.  The  Governor  of  the  Bank  of  Canada  has  cited  the 
dangers  of  over-reacting  first  to  higher  unemployment  when  it  is  perceived  to 
be  the  problem  of  most  immediate  concern  and  then  switching  attention  to 
rising  inflation  as  it  emerges  as  the  preeminent  problem.  At  the  moment  we 
have  both  unemployment  and  inflation.  Some  query  which  evil  should  be 
tackled  first,  as  though  they  were  not  interrelated.  There  is  a  danger  that  a 
stabilization  policy  which  focuses  too  much  on  short-run  stability  may  in 
fact  result  in  greater  instability  for  the  reasons  cited  above.  In  order  to 
afford  governments  adequate  time  to  allow  the  adjustment  mechanisms  to 
work  themselves  out,  a  more  informed  public  is  necessary,  aware  of  the  long 
and  variable  lags  of  the  economy  in  the  responses  to  policy  changes. 
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Introduction 


The  1960s  were  by  and  large,  a  period  of  growing  confidence  in  the 
health  of  our  economy.  Unemployment  declined  from  about  the  7  percent 
level  which  persisted  from  1958  through  1961  to  3.6  percent  in  1966.  But 
one  cost  of  this  performance  was  a  rise  in  the  rate  of  inflation  from  the  0.9 
percent  level  in  1961  to  3.7  in  1966.  Nonetheless,  it  appeared  that  substan¬ 
tial  success  had  been  achieved  in  managing  business  fluctuations. 

Since  the  late  1960s  we  have  been  in  a  period  of  instability  which  has 
raised  challenges  to  the  previous  complacency  of  Canadians,  posed  questions 
concerning  the  role  of  governments  and  private  enterprise  in  our  society  and 
threatened  the  working  of  our  economic  system  by  the  imposition  of  statu¬ 
tory  constraints  on  the  determination  of  wages  and  prices.  In  Ontario,  in¬ 
creases  in  the  price  of  energy  and  unexpected  external  economic  develop¬ 
ments  have  led  to  concern  about  our  manufacturing  base,  our  rate  of  eco¬ 
nomic  growth  and  our  relative  income  standing  within  Canada.  Canadians, 
who  once  had  the  second  highest  average  level  of  income  in  the  world 
(behind  the  U.S.)  have  since  fallen  behind  a  number  of  other  countries. 
Recent  heavy  foreign  borrowing,  which  must  be  repaid  out  of  future  output, 
has  also  raised  concern.  The  seemingly  unlikely  but  now  more  frequent 
comparisons  made  of  the  Canadian  situation  with  the  economic  difficulties 
of  the  United  Kingdom  dramatizes  our  concern  with  the  prospects  for  the 
closing  years  of  the  1970s  and  the  early  years  of  the  1980s. 

There  is  much  about  which  to  be  satisfied  in  our  postwar  experience. 
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Nevertheless,  we  continue  to  experience  serious  economic  instability.  We 
also  face  a  variety  of  longer-term  structural  problems.  Some  of  these  reflect 
perverse  incentives  created  by  legislation  which,  while  it  may  have  been  the 
most  acceptable  political  compromise  at  the  time  it  was  implemented,  may 
impair  the  future  of  the  economy. 

Many  current  widely-perceived  concerns  about  our  economic  perfor¬ 
mance  appear  to  center  around  uncertainty  itself.  The  experience  in  recent 
years  of  rising  rates  of  both  inflation  and  unemployment  will  continue  to 
have  a  depressing  effect  on  both  the  household  sector  and  industrial  invest¬ 
ment.  For  example,  in  the  late  1960s  personal  savings  were  between  5.4  and  6.7 
percent  of  personal  disposable  income.  By  1975  this  percentage  had  risen  to 
9  percent,  perhaps  because  the  heads  of  households  were  worried  about  their 
future  incomes  and  about  maintaining  the  purchasing  power  of  their  earlier 
savings.  Taxes  have  also  had  an  influence,  it  appears.  Investment  has  been 
adversely  affected  by  sharply  higher  capital  costs,  existing  excess  capacity, 
weak  demand,  and  a  weak  stock  market.  The  uncertainty  generated  by  the 
Anti-Inflation  Board’s  controls  program  is  also  a  serious  deterrent  to  invest¬ 
ment. 

The  perceived  growing  role  of  government  and  government  agencies  has 
received  a  good  deal  of  attention  recently.  But  the  debate,  encouraged  in 
early  1976  by  the  comments  of  the  Prime  Minister  of  Canada,  has  been 
inconclusive.  Some  fundamental  concerns  are  easy  to  identify.  First,  it 
appears  to  be  widely  believed  that  the  private  sector  cannot  provide  enough 
jobs,1  even  though  it  is  also  recognized  “that  a  permanent  private-sector  job 
is  what  Canadians  most  want  and  that  we  must  help  them  find  it.”2  But  if 
that  is  so,  why  does  the  private  sector  not  provide  enough  jobs  and  income? 
Second,  as  is  evident  from  the  Government  of  Canada’s  paper  The  Way 
Ahead ,  there  is  considerable  concern  about  circumstances  where  “prices 
measure  private  costs  and  benefits  but  fail  to  reflect  the  costs  and  benefits  to 
society  as  a  whole”.3 

At  the  same  time,  many  acknowledge  that  extending  the  influence  of 
•  governments  can  have  serious  consequences  by  limiting  the  range  of  individ¬ 
ual  choice  and  by  distorting  incentives. 

In  addition,  people  are  concerned  about  problems  which  they  expect  will 
emerge  in  the  1980s:  the  slowing  growth  rate;  the  problems  of  financing 
government,  industry  and  pensions;  the  lower  growth  rate  of  the  labour 
force;  the  aging  of  the  population;  and  intensified  labour  conflicts,  particu¬ 
larly  in  the  public  sector.  The  accession  to  power  of  the  Parti  Quebecois,  and 
the  issues  this  raises,  has  greatly  exacerbated  the  uncertainties. 

Foreign  borrowing  has  increased  our  international  indebtedness.  If  the 
proceeds  from  these  loans  go,  directly  or  indirectly,  into  private  or  public 
consumption  without  provision  for  additional  net  investment  in  industrial 
capacity  to  produce  the  future  output  necessary  to  cover  the  interest  and 
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principal  payments  in  the  future,  a  reduction  in  our  standard  of  living  must 
inevitably  ensue. 

Many  of  these  problems  are  not  confined  to  Ontario.  Ontario’s  output 
accounts  for  over  40  percent  of  Canada’s  gross  national  product.  What 
happens  in  Ontario  obviously  affects  the  other  60  percent  of  Canada’s  eco¬ 
nomy,  as  well  as  foreign  markets.  In  turn  this  has  repercussions  on  Ontario, 
in  a  continuing  process.  Similarly,  with  such  a  large  weight  in  the  Canadian 
economy,  the  Province  of  Ontario  has  a  significant  stake  in  trying  to  ensure 
that  the  economic  policies  made  in  Ottawa  are  satisfactory  and  effective.  But 
Ontario  can  do  little  to  influence  federal  decisions.  The  federal  government, 
not  Ontario,  controls  all  of  monetary  policy  and  much  of  fiscal  policy;  it 
must  aim  at  achieving  a  suitable  stabilization  policy  for  the  country  as  a 
whole  rather  than  that  most  appropriate  to  Ontario’s  circumstances.  (The 
scope  for  a  provincial  economic  stabilization  policy  is  discussed  in  a  paper  by 
T.  A.  Wilson  published  in  a  companion  paper  entitled  Intergovernmental 
Relations.) 

Ottawa  also  controls  almost  all  of  the  policy  tools  affecting  the  major 
international  economic  variables  such  as  the  exchange  rate,  tariffs,  trade 
negotiations,  commercial  and  general  economic  relations  with  other  coun¬ 
tries,  the  Foreign  Investment  Review  Agency,  anti-dumping  actions  and  so 
on. 

The  increasing  price  of  energy  poses  additional  questions  about  the  com¬ 
petitiveness  of  Ontario’s  manufacturing  industries  relative  to  our  U.S.  neigh¬ 
bours  as  well  as  other  regions  of  Canada. 

Given  that  there  is  no  shortage  of  issues  to  be  investigated,  the  Council 
attempts  to  do  the  following  in  this  paper.  First,  in  the  remainder  of  this 
chapter  priorities  among  competing  policy  goals  are  briefly  discussed.  In  the 
next  chapter  a  resume  of  the  projections  for  the  1980s  is  presented.  In  the 
remaining  chapters  areas  of  particular  concern,  as  identified  by  the  Council, 
are  discussed. 


Priorities  Among  Competing  Policy  Goals 

Before  discussing  the  Council’s  priorities  among  competing  policy  goals 
it  may  be  useful  to  compare  goals  enunciated  by  the  Economic  Council  of 
Canada  (1964),  The  Royal  Commission  on  Taxation  (1966),  The  Task  Force 
on  the  Structure  of  Canadian  Industry  (1968),  Foreign  Policy  for  Canadians 
(1970),  The  Gray  Report  (1972)  and  The  Science  Council  (various  years).4 
Several  trends  are  apparent.  There  has  been  an  increasing  emphasis  on  social 
goals  (concerned  with  such  matters  as  health,  education,  and  environmental 
quality)  which  were  not  mentioned  explicitly  by  the  Economic  Council  of 
Canada  in  the  mid-sixties.  In  the  late  1960s  and  early  1970s,  a  perception 
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evidently  developed  that  the  public  wanted  more  government  intervention  in 
order  to  cope  more  effectively  with  a  variety  of  perceived  social  and  eco¬ 
nomic  problems.  Price  stability  per  se  ceased  to  be  stressed  as  a  goal  after  the 
Economic  Council  of  Canada’s  list  of  priorities  was  published  in  1964. 

Intergovernmental  relations  have  been  given  increasing  prominence  in 
statements  of  goals.  There  has  been  a  growing  recognition  that  changing 
Canada’s  balance  of  payments  should  be  looked  upon  as  a  tool  for  realizing 
our  economic  goals  rather  than  as  a  goal  in  its  own  right.  While  the  Royal 
Commission  on  Taxation  and  the  Report  on  Foreign  Policy  for  Canadians 
mentioned  them  explicitly,  such  goals  as  social  justice  and  equality  of  oppor¬ 
tunity  were  not  mentioned  in  some  of  the  other  reports. 

Statements  of  goals  are  important  for  a  number  of  reasons.  There  are  a 
large  number  of  goals.  Resources  are  limited.  Of  necessity  not  all  goals  can 
be  realized  in  full  simultaneously.  Hard  choices  among  various  combinations 
of  goals  are  required.  The  cost  of  reaching  one  goal  is  the  amount  of  one  or 
more  other  goals  that  must  be  foregone  (or  traded  off.)  Some  goals  are 
complementary,  such  as  providing  for  a  higher  rate  of  economic  growth  and 
increasing  employment  opportunities:  unfortunately,  this  is  not  true  in  gen¬ 
eral  of  all  of  the  goals  Canadians  espouse. 

The  Council  believes  that  three  goals  should  be  treated  as  paramount: 
the  maintenance  of  national  unity  through  an  appropriate  allocation  of 
powers  and  responsibilities  between  the  federal  government  and  the  prov¬ 
inces,  the  preservation  of  individual  freedom,  and  greater  equality  of  oppor¬ 
tunity. 

Because  the  Council  is  issuing  another  discussion  paper  dealing  with 
intergovernmental  relations  the  goal  of  national  unity  is  not  pursued  further 
here. 

While  individual  rights  are  generally  taken  for  granted  in  Canada,  they 
appear  to  have  been  eroded  in  recent  years.  Often  the  purpose  of  a  policy 
has  been  well  intended  but  has  had  the  effect  of  whittling  down  the  range  of 
choice  open  to  the  individual.  For  example,  output  limitations  on  producers 
of  agricultural  products  often  prevent  those  who  could  produce  at  lower  cost 
from  producing  as  much  as  they  otherwise  would.  Wage  negotiations,  freely 
decided  upon  by  employees  and  employers,  are  sometimes  rejected  by  gov¬ 
ernment  officials  who  do  not  necessarily  understand  all  of  the  factors  in¬ 
volved.  Quotas  and  tariffs,  designed  to  protect  relatively  inefficient  firms, 
reduce  national  income,  raise  prices  and  narrow  the  choices  available  to 
consumers. 

Some  rights  have  been  restricted  for  good  reason:  for  example,  the  right 
to  pollute;  the  right  of  a  seller  to  mislead  potential  customers;  the  right  to 
produce  faulty  or  dangerous  goods  and  services.  These  rights  have  been 
increasingly  constrained  and  no  one  would  quarrel  with  the  intent  of  the 
legislation. 
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While  not  disputing  the  need  for  these  restrictions  of  rights  it  is  impor¬ 
tant  to  note  that  some  changes  have  served  to  reduce  competition.  This  issue 
will  be  discussed  in  more  detail  later.  However,  the  Council  wishes  to  stress 
that  competitive  markets,  although  admittedly  often  imperfect,  have  served 
and  can  continue  to  serve  Canadians  well.  With  competitive  markets,  costs 
and  prices  are  lower,  productivity  is  increased  and  the  range  of  consumer 
choice  is  enlarged. 

Every  industry  argues  that  it  is  a  special  case.  And  indeed  it  is.  However 
to  afford  each  industry  special  treatment  that  protects  it  from  competition 
or  allows  it  special  advantages  will,  if  pushed  to  the  limit,  hurt  us  all. 

To  achieve  greater  equality  of  opportunity,  it  is  vital  that  our  institutions 
be  structured  to  facilitate  sociological  and  economic  mobility:  upward 
mobility  for  the  able  and  industrious  and  downward  mobility  for  the  less 
competent  and  less  highly  motivated. 

Many  Canadians  consider  themselves  as  members  of  an  extremely  open 
society.  This  self  image  is  not  entirely  false  but  it  is  a  distorted  picture  of 
reality.  Most  children  born  to  poor  parents  are  themselves  poor  when  they 
grow  up.  Most  of  the  children  born  to  the  wealthy  are  themselves  wealthy 
when  they  grow  up.  Of  course,  there  are  Horatio  Alger  stories  of  the  poor 
boys  and  girls  “who  made  good”,  and  there  are  examples  of  the  scions  of 
wealthy  families  falling  from  affluence.  The  infrequency  of  these  events 
explains  perhaps  why  these  rare  events  are  remembered. 

The  Council  is  of  the  view  that  the  search  for  ways  and  means  to  increase 
the  opportunities  available  to  the  children  of  poor  (and  usually  uninformed) 
parents  should  be  intensified,  particularly  by  identifying  the  bright  and 
ambitious  and  assisting  them  when  they  are  young.  Children  born  to  wealthy 
parents  have  an  enormous  advantage  simply  because  their  parents  are  more 
likely  to  be  well  informed,  well  connected  and  well  endowed.5 

The  foregoing  goals  are  rarely  mentioned.  However,  the  Council  believes 
that  they  deserve  more  attention.  Traditional  economic  goals  are  no  less 
important.  These  include:  a  high  level  of  economic  growth,  high  levels  of 
employment  and  a  commitment  to  a  low  level  of  price  inflation. 

The  goal  of  an  equitable  distribution  of  income  is  so  imprecise  that  it  is 
of  little  guidance  to  those  making  policy  decisions.  Presumably  absolute 
equality  is  not  what  is  desired.  Many  public  policies  have  been  adopted 
under  the  banner  of  contributing  to  a  more  equitable  distribution  of  income. 
Frequently  the  results  actually  achieved  are  far  from  clear.  The  Council 
believes,  as  does  almost  everyone  else,  that  all  Canadians  should  have  access 
to  a  standard  of  living  that  is  not  demeaning.  What  concerns  the  Council  is 
not  the  legitimacy  of  the  goal  but  the  efficacy  of  the  programs  and  policies 
that  are  adopted  in  its  name. 

Improving  the  quality  of  our  environment  and  achieving  greater  national 
economic  independence  are  also  important.  However,  the  Council  takes  the 


6 


view  that,  while  obviously  desirable,  they  are  less  urgent  than  the  goals 
previously  mentioned  and  that  progress  in  advancing  these  goals  should  be 
projected  over  a  longer  time  horizon  to  the  extent  required  more  fully  to 
attain  more  pressing  current  objectives. 

As  already  noted,  some  of  the  above  goals  are  in  conflict  in  that  they 
imply  a  trade-off  of  one  for  others.  For  example,  while  the  notion  of  a 
simple,  stable  trade-off  between  inflation  and  unemployment  has  been  dis¬ 
carded,  there  is  likely  some  scope  for  buying  lower  unemployment  with  an 
increase  in  inflation  in  the  short  run.  The  scope  for  this  trade-off  is  thought 
to  be  more  restricted  now  than  it  was  ten  years  ago. 

Even  within  a  general  category  of  goals  there  are  choices  to  be  made. 
Economic  independence  is  an  example;  independence  from  foreign  sources 
of  energy  supplies  may,  in  the  short  run  at  least,  require  increasing  depen¬ 
dence  upon  foreign  capital. 

The  Council  believes  that  maintaining  national  unity  must  be  elevated  to 
a  higher  place  among  Canadian  economic  goals.  As  a  consequence,  the  choice 
of  the  policy  mix  by  governments  will  be  altered.  For  example,  in  a  slowly 
growing  economy,  particularly  when  regional  growth  and  unemployment 
rates  vary  considerably,  there  will  be  greater  inter-regional  tensions  which  are 
inimical  to  the  maintenance  of  unity.  Delaying,  if  not  suppressing,  regional 
economic  adjustments  that  would  occur  in  a  market-dominated  system  via 
migration  and  price  and  income  adjustments  and  through  such  schemes  as 
subsidies  and  the  tax-transfer  system  can  be  justified  even  though  they  may 
no  doubt  lower  our  national  rate  of  economic  growth  of  productivity.  The 
preservation  of  Canada  as  a  nation  will  continue  to  impose  some  costs  — 
costs  that  most  of  us  are  willing,  if  not  anxious,  to  bear.  In  the  Council’s 
view  the  important  issues  are  to  ensure:  a)  that  measures  undertaken  in  the 
name  of  national  unity  are  effective;  and  b)  that  they  achieve  this  objective 
to  an  acceptable  degree  at  a  minimum  cost  to  the  country  as  a  whole. 

There  is  nothing  particularly  new  in  these  comments.  They  serve  to 
remind  us,  however,  that  the  goals  that  society  is  attempting  to  reach  need 
to  be  reconsidered  and  the  conflicts  and  trade-offs  reassessed,  particularly  in 
the  current  environment  of  uncertainty  concerning  the  longer  term  eco¬ 
nomic  and  political  outlook  for  this  country  and  this  province. 
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Some  Projections 


In  order  to  assess  where  the  Ontario  and  national  economies  may  be 
headed  during  the  next  decade,  in  the  absence  of  major  policy  changes  or 
dramatic  changes  in  external  conditions,  the  Ontario  Economic  Council  com¬ 
missioned  economists  at  the  Institute  for  Policy  Analysis  of  the  University  of 
Toronto  to  provide  projections  of  a  number  of  important  economic  vari¬ 
ables.  These  include,  among  other  things,  the  rate  of  real  economic  growth, 
the  rate  of  unemployment  and  the  rate  of  inflation.  To  accomplish  this  task 
the  Institute  staff  developed  an  econometric  model  of  the  Ontario  economy 
which  was  then  linked  to  the  Institute’s  TRACE  model  of  the  Canadian 
economy.  The  interrelationships  between  economic  developments  in 
Ontario  and  changes  in  the  national  economy  were  thus  taken  into  account. 
Projections  for  both  economies  were  made  to  1987. 

These  projections  necessarily  embody  a  number  of  assumptions.  For 
example,  it  is  assumed  that  tax  rates  will  remain  the  same  and  that  the 
growth  of  world  trade  will  be  at  a  certain  level.  Only  by  having  a  model  of 
the  economy  with  different  sectors  interacting  is  it  possible  to  trace  the  final 
effects  on  the  economy  of  alternative  scenarios.  If  one  disagrees  with  the 
assumptions,  alternative  assumptions  may  be  introduced  to  estimate  the  con¬ 
sequences  for  the  economy. 

This  methodology  necessarily  means  that  the  numbers  projected  for  the 
selected  economic  variables  are  conditional  upon  the  validity  of  the  assump¬ 
tions.  Stated  in  another  way,  the  projections  tell  us  what  is  likely  to  happen 
to  the  economy  if  present  policies  do  not  change  and  our  current  “guessti- 
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mates’  about  other  factors,  such  as  United  States  economic  growth,  are 
correct.  Quebec  does  not  separate  from  Canada  in  the  model  and  changes  in 
the  political  climate  do  not  affect  any  of  the  statistics,  to  name  two  further 
important  assumptions.  It  can  scarcely  be  overemphasized  that  these  are 
projections,  not  forecasts. 

Let  us  make  explicit  some  of  the  other  assumptions  that  have  been 
made.  One  assumption  is  that  the  recovery  from  the  1975  recession  will 
continue  to  be  slow.  Another  is  that  the  withdrawal  from  the  controls  pro¬ 
gram  in  1978  will  be  orderly  and  not  followed  by  a  post-controls  bulge  in 
price  rises.  This  is  assumed  primarily  because  of  the  relatively  weak  economy 
that  is  projected  for  that  period. 

Another  critical  assumption  concerns  the  future  trend  of  energy  prices. 
While  an  upheaval  of  oil  prices,  as  in  1973,  is  not  likely  to  recur,  there  is 
considerable  debate  as  to  how  quickly  energy  prices  will  rise.  In  many  coun¬ 
tries  the  answer  depends  almost  solely  upon  future  OPEC  changes.  In 
Canada,  federal  policy  has  prevented  oil  prices  from  rising  immediately  to 
world  levels  and  thus  an  additional  political  element  is  added  to  the  projec¬ 
tion.  Because  the  federal  government’s  strategy  is  to  allow  domestic  oil 
prices  to  move  towards  international  prices,  it  is  assumed  that  Canadian  oil 
prices  will  continue  to  outpace  the  growth  of  prices  generally  in  Canada. 
This  ‘high-price’  scenario  in  turn  affects  investment  spending,  price  indices, 
the  trade  balance  and  so  forth.  If  these  assumptions  hold  it  would  result  in 
higher  domestic  investment  with  a  cyclical  peak  in  the  early  1980s. 

Prospects  for  the  United  States  and  for  world  trade  are  important  for 
Ontario,  particularly  for  the  manufacturing  sector.  Results  from  the  inter¬ 
national  linkage  of  econometric  models  suggest  that  the  growth  of  world 
trade  will  pick  up  in  1977  and  1978,  principally  because  of  expansionary 
policies  in  the  United  States,  Germany  and  Japan.  In  the  longer  run,  how¬ 
ever,  it  appears  that  this  growth  of  trade  will  be  at  a  slower  pace  in  the 
1980s.  This  assumption  is  also  embodied  in  the  model. 

Further  assumptions  employed  will  be  outlined  in  the  text  where  neces¬ 
sary.  Table  1  presents  an  overview  of  many  of  the  projections  made  by  the 
Institute  for  Policy  Analysis  for  both  the  Ontario  and  national  economies 
under  the  high-price  energy  scenario.  Data  are  also  shown  for  recent  years. 
Full  details  on  an  annual  basis  are  contained  in  the  Ontario  Economic  Coun¬ 
cil’s  publication  The  Ontario  Economy  1977-1987  prepared  at  the  Institute 
for  Policy  Analysis.  Here  we  present  statistics  for  the  economy  on  the  basis 
of  a  five-year  average  because  greater  confidence  can  be  placed  in  the 
broader  changes  projected  than  in  year-to-year  projections. 

Since  the  economic  outlook  for  Ontario  cannot  be  separated  from  that 
for  Canada  as  a  whole,  consider  first  the  national  projections.  Given  the  poor 
economic  performance  in  1975  and  the  slow  recovery  from  that  recession, 
the  growth  rate  of  real  GNP  is  projected  to  increase  to  an  annual  average  of  5 
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percent  from  1978  to  1982.  After  the  energy  investment  boom  peaks  at  that 
point  in  time,  this  growth  rate  declines  to  average  4  percent  annually  for  the 
five  years  to  1987.  The  rate  of  increase  in  the  price  index  for  GNP  is 
projected  to  decline  continuously  from  the  8.1  percent  average  from  1975  to 
1977  to  4.7  percent  annually  between  1978  and  1982  and  4.4  percent  from 
1982  to  1987.  The  national  unemployment  rate  is  projected  to  rise  before 
improving,  increasing  to  7.7  percent  annually  on  average  from  1978  to  1982 
but  decreasing  to  6.1  percent  annually  for  the  next  five  years.  The  sources  of 
this  projected  weakness  are  deceleration  in  investment  and  government 
expenditures.  Residential  construction  is  also  weak  in  this  period  under  the 
assumptions  made. 


Table  1 

Basic  Projections* 1 

Average  Annual  Percentage 
Growth  Rate 


The  National  Economy 

Gross  National  Product  (Constant  Dollars) 
Personal  Consumption  (Constant  Dollars) 
Business  Fixed  Capital  Formation 
(Constant  Dollars) 

Government  Expenditures  (Constant  Dollars) 
Exports  (Constant  Dollars) 

Imports  (Constant  Dollars) 

Personal  Disposable  Income 
(Current  Dollars) 

GNP  Price  Index 
Population 
Labour  Force 

Unemployment  Rate  (percent) 

The  Ontario  Economy 

Gross  Provincial  Product  (Constant  Dollars) 
Government  Revenue  (Current  Dollars) 
Government  Expenditures  (Current  Dollars) 
Personal  Disposable  Income 
(Current  Dollars) 

Labour  Force 
Employment 

Unemployment  Rate  (percent) 


1968- 

1973- 

1978- 

1983- 

1972 

1977 

1982 

1987 

5.1 

3.8 

5.0 

4.0 

4.8 

5.2 

4.1 

4.2 

4.2 

4.3 

7.5 

2.4 

5.1 

4.0 

4.8 

5.0 

8.4 

2.8 

5.0 

4.2 

7.9 

6.3 

4.6 

4.2 

9.4 

13.3 

8.6 

7.8 

4.1 

9.6 

4.7 

4.4 

1.4 

1.4 

1.3 

1.3 

2.9 

3.5 

2.4 

2.0 

5.6 

6.5 

7.7 

6.1 

5.7 

3.8 

4.8 

3.8 

16.0 

15.7 

9.1 

7.7 

15.9 

18.2 

10.1 

9.6 

10.0 

13.8 

8.8 

7.9 

3.6 

3.7 

2.3 

1.9 

3.2 

3.3 

2.4 

2.0 

4.2 

5.6 

7.1 

5.6 

Source:  D.  Foot  et.al.  The  Ontario  Economy  1977-1987,  Ontario  Economic  Council, 

1977. 

1.  The  data  for  1968-1974  are  historical.  The  data  for  1975-1987  have  been  generated  by 
the  model. 
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The  Canadian  population  is  projected  to  be  about  26.7  million  by  1987. 
Gross  immigration  and  gross  emigration  have  been  assumed  to  be  150,000 
and  60,000  persons  annually,  respectively.  The  growth  of  the  Canadian 
labour  force  is  projected  to  decline  from  the  over  3  percent  annual  average 
of  the  last  decade  to  2  percent  in  the  mid-1980s. 

One  relevant  statistic  in  determining  Canada’s  future  economic  possibili¬ 
ties  is  the  growth  rate  of  potential  output.  This  is  a  measure  of  the  maximum 
amount  of  annual  growth  that  would  be  possible  given  the  projected  growth 
of  the  labour  force,  available  capital,  and  the  rate  of  technical  change.  An 
unemployment  rate  of  5.5  percent  was  assumed  in  making  this  calculation. 
On  this  basis  potential  output  is  projected  to  grow  at  an  annual  average  rate 
of  4  percent  from  1977  to  1987.  This  is  about  1  Vi  percentage  points  lower 
.  than  the  estimated  annual  growth  rate  of  potential  output  from  1955  to 
1975.  Although  numerically  small,  this  decline  is  significant  relative  to  the 
annual  economic  growth  we  have  experienced  in  the  past.  The  decline  is 
attributable  to  the  lower  growth  rate  in  the  labour  force  and  the  assumption 
of  a  continuing  decline  in  average  hours  worked  per  week.  Whether  capacity 
becomes  a  constraint  upon  the  growth  of  the  economy  depends  largely  upon 
the  growth  of  demand  for  the  output  of  the  economy. 

The  different  sectors  of  the  economy  —  the  personal,  business,  govern¬ 
ment  and  the  foreign  sectors  —  which  demand  the  real  output  of  the  Cana¬ 
dian  economy  have  varied  in  strength  from  year  to  year.  In  the  1965-1970 
period,  exports  were  strong  while  business  investment  was  relatively  weak. 
From  1970-1975,  personal  consumption  and  business  investment  were  grow¬ 
ing  well  above  the  rate  of  growth  for  the  economy  as  a  whole.  From  1978  to 
1982  business  investment  is  projected,  first  to  improve  and  then  to  weaken. 
From  1960  to  1975  the  growth  of  the  government  sector  was  faster  than 
GNP.  In  the  projection  it  is  not  envisaged  that  the  government  sector  will  be 
a  source  of  above-average  growth  in  real  demand,  at  least  until  1982. 

One  question  mark  is  the  source  of  a  stimulus  which  might  be  expected 
to  emerge  after  the  end  of  the  growth  in  energy-related  investments.  Invest¬ 
ments  which  were  displaced  by  energy-related  investments  presumably  could 
take  up  the  slack  and  thereby  improve  the  outlook.  Because  there  is  no  cur¬ 
rent  evidence  on  which  to  base  such  positive  developments,  the  projections 
show  a  weakening  of  the  economy  in  the  period  after  1982,  particularly  the 
years  from  1985  through  1987. 

As  mentioned  above,  these  projections  indicate  a  continuing  under¬ 
utilization  of  resources.  This,  together  with  the  fact  that  prices  of  interna¬ 
tionally  traded  goods  are  anticipated  to  grow  far  less  rapidly  than  during  the 
period  of  buoyant  international  prices  from  1970  to  1974,  should  result  in  a 
slow  decline  in  the  rate  of  inflation  over  the  period  to  1982. 

The  slowing  growth  rate  that  is  projected  for  the  national  economy  also 
afflicts  Ontario.  The  output  of  Ontario  industries  is  projected  to  grow  at  an 
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annual  average  of  4.8  percent  from  1978  to  1982  after  a  slow  recovery  from 
the  trough  year  of  1975. 

Because  of  this  slow  recovery,  the  continued  under-utilization  of  re¬ 
sources  in  Ontario  and  the  potential  for  expanding  output  without  a  com¬ 
mensurate  increase  in  employment,  the  Ontario  unemployment  rate  could 
rise  to  6.8  percent  of  the  labour  force  in  1977  and  7.5  percent  in  1978  un¬ 
less  measures  are  introduced  to  combat  this  situation.  Thereafter  the 
unemployment  rate  is  projected  to  improve  until  late  in  the  period  covered. 
The  population  and  labour  force  projections  for  Ontario  are  discussed  in 
detail  in  Chapter  III  below.  The  projections  of  employment  and  unemploy¬ 
ment  are  presented  in  Chapter  VI  of  the  commissioned  study. 

Provincial  government  finances  are  expected  to  undergo  considerable 
changes  in  the  years  ahead.  Revenue  projections  depend  upon  provincial 
incomes  to  a  large  degree,  because  sales  and  income  tax  receipts  are  linked 
directly  to  income.  Nonetheless,  personal  income  tax  yields  are  seen  as  likely 
to  fall  short  of  the  growth  rate  of  personal  income  by  an  average  annual  rate 
of  just  over  1  percent.  This  is  because  of  the  recently-adopted  method  of 
indexing  the  tax  structure  for  inflation  and  because  of  Ontario’s  tax  credit 
programs.  Provincial  government  expenditures  are  projected  to  continue  to 
grow  at  a  pace  related  to  income  growth.  The  net  result  is  an  annual  net  cash 
requirement  which  grows  throughout  the  period.  Non-public  borrowings, 
from  the  Canada  Pension  Plan  and  public  employees’  (including  the  teach¬ 
ers’)  pension  funds,  are  shown  as  supplying  a  diminishing  net  flow  of  finance 
to  the  province.  These  have  been  major  methods  of  meeting  cash  require¬ 
ments  in  recent  years.  This  conflict  between  cash  requirements  and  the 
problems  of  financing  them  can  be  expected  to  exert  more  influence  in 
future,  not  only  on  provincial  revenue  and  expenditure  decisions,  but  also 
upon  the  financing  of  Ontario  Hydro  by  the  Province.  The  projection  for 
capital  markets  is  discussed  in  Chapter  IV,  below.  Government  revenue  and 
expenditure  projections  are  presented  in  Chapter  V  of  the  study  produced 
by  the  Institute  authors. 


Alternative  Scenarios 

In  order  to  gain  some  sense  of  the  robustness  of  these  projections  and 
their  sensitivity  to  changes  in  assumptions,  a  limited  number  of  simulations 
were  run  using  alternative  assumptions.  One  such  simulation  changed  the 
assumption  about  immigration.  Immigration  is  one  factor  which  it  was 
thought  might  be  important,  given  the  decline  in  labour  force  growth  that  is 
projected.  The  original  projections  assumed  that  gross  immigration  to 
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Canada  would  be  150,000  persons  a  year  and  emigration  60,000  persons  a 
year.  If  immigration  were  to  decline  drastically  to  75,000  per  annum,  the 
estimates  suggest  that  the  effects  on  the  economy  would  be  miniscule.  The 
rate  of  growth  of  real  GNP  would  decline  by  about  0. 1  percent  in  each  year 
and  the  unemployment  rate  would  be  about  0.1  percent  lower. 

Alternative  assumptions  for  the  price  of  energy  have  greater  effects. 
Instead  of  assuming  that  Canadian  energy  prices  rise  to  international  levels,  it 
was  assumed  that  they  are  kept  at  1975  levels  in  real  terms  (i.e.,  energy 
prices  rise  at  the  same  rate  as  prices  generally  after  1975).  On  this  alternative 
assumption,  lower  energy  prices  lead  to  greater  energy  demand,  lower  invest¬ 
ment  and  greater  imports.  In  the  short  run,  lower  energy  prices  stimulate  the 
economy  but  reduce  investment  in  the  early  1980s.  Real  economic  growth 
and  employment  are  projected  to  be  higher  in  the  short  run  but  this  effect 
would  disappear  by  1980.  The  projections  show  that  the  stimulus  of  lower 
energy  costs  would  be  accompanied  by  higher  inflation  and  a  depreciation  of 
the  dollar.  The  increased  oil  imports  later  in  the  1980s  would  lower  the 
exchange  rate  for  the  Canadian  dollar  still  further,  thereby  adding  to  the  rate 
of  inflation.  The  net  effect  of  lower  energy  prices  would  be  a  level  of  prices 
that  would  be  5  percent  higher  in  1987  than  the  rate  that  would  prevail 
under  a  high-energy  price  scenario. 

This  poses,  in  stark  terms,  the  economic  contradictions  contained  in 
assertions  that  energy  prices  should  be  kept  artificially  low  in  Canada  in 
order  to  combat  inflation. 

The  effects  for  the  Ontario  economy  would  be  roughly  the  same  as  those 
projected  for  the  Canadian  economy  as  a  whole.  Detailed  projections  for 
the  low-price  energy  scenario  are  shown  in  Table  2. 

The  implications  of  a  personal  income  tax  cut  have  also  been  examined 
because  of  the  excess  capacity  and  high  level  of  unemployment  that  emerge 
from  our  basic  projections.  The  alternative  scenario  posed  assumes  an  initial 
cut  of  8  percent  in  personal  income  tax  revenues  beginning  in  1978.  This 
assumed  8  percent  reduction  in  personal  income  tax  revenues  was  applied  to 
the  whole  of  Canada  and  not  just  Ontario.  The  projections  based  on  this 
assumption  are  summarized  in  Table  3. 

This  simulation  suggests  that  the  initial  impact  of  such  a  tax  cut  would 
lead  to  slightly  greater  output  and  employment.  The  reduction  in  the 
unemployment  rate  would  not  be  as  pronounced  because  higher  disposable 
incomes,  and  the  greater  buoyancy  of  the  economy  generally,  would  encour¬ 
age  more  individuals  to  enter  the  labour  force.  Such  stimulation  would  also 
raise  prices  and  lower  the  exchange  rate.  The  latter  would  reduce  imports 
and  raise  exports.  In  making  this  simulation  the  money  supply  was  assumed 
to  increase  by  enough  to  cover  the  increased  demand  for  borrowed  funds  by 
government  entailed  by  lower  taxes,  thereby  excluding  an  increase  in  interest 
rates  which  would  inhibit  investment. 
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Table  2 

Projections  with  a  Lower  Price  for  Energy1 


Average  Annual  Percentage 
Growth  Rate 


The  National  Economy 

1978-1982 

1983-1987 

Gross  National  Product  (Constant  Dollars) 

4.8 

4.3 

Personal  Consumption  (Constant  Dollars) 

4.1 

4.2 

Business  Fixed  Capital  Formation  (Constant  Dollars) 

6.3 

4.4 

Government  Expenditure  (Constant  Dollars) 

4.8 

5.0 

Exports  (Constant  Dollars) 

5.0 

4.1 

Imports  (Constant  Dollars) 

4.4 

4.3 

Personal  Disposable  Income  (Current  Dollars) 

8.9 

9.0 

GNP  Price  Index 

4.9 

5.2 

Population 

1.3 

1.3 

Labour  Force 

2.4 

2.0 

Unemployment  Rate  (percent) 

7.6 

6.3 

The  Ontario  Economy 

Gross  Provincial  Product  (Constant  Dollars) 

4.1 

4.4 

Government  Revenue  (Current  Dollars) 

9.3 

9.0 

Government  Expenditure  (Current  Dollars) 

10.3 

10.5 

Personal  Disposable  Income  (Current  Dollars) 

9.1 

9.2 

Labour  Force 

2.4 

1.9 

Employment 

2.4 

2.2 

Unemployment  Rate  (percent) 

7.0 

5.8 

Source:  D.  Foot  et.al.  The  Ontario  Economy  1977-1987,  Ontario  Economic  Council, 

1977. 

!No  change  in  the  real  price  of  energy  from  1975  to  1987. 


Because  of  the  projected  greater  rate  of  economic  growth,  tax  revenues 
rise;  hence  total  tax  revenues  do  not  fall  by  the  full  amount  of  the  assumed 
tax  cut.  However  the  higher  wages  and  prices  brought  about  by  the  tax  cut 
increase  government  expenditures,  although  in  the  short  run  total  govern¬ 
ment  expenditures  are  reduced  by  lower  unemployment  insurance  payments. 
The  assumed  tax  cut  is  projected  to  be  only  moderately  successful  in  provid¬ 
ing  a  stimulus  to  output  and  employment  and  at  the  cost  of  a  price  level  that 
is  2  percent  higher  in  1987  than  it  would  be  without  a  tax  cut. 

Alternative  policy  changes,  such  as  a  cut  in  either  federal  or  provincial 
sales  taxes,  with  an  identical  impact  on  government  revenues,  would  be 
interesting  to  explore  since  they  could  have  less  impact  on  the  rate  of  increase 
in  the  price  level.  Similarly,  further  simulations  that  would  estimate  the  ef¬ 
fects  of  a  depreciation  of  the  currency  could  be  enlightening.  The  basic  pro¬ 
jection  used  in  this  report  was  predicated  on  the  exchange  rate  remaining  at 
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Table  3 

Projections  with  a  Personal  Income  Tax  Cut  of  8  Percent 


Average  Annual  Percentage 
Growth  Rate 


The  National  Economy 

1978-1982 

1983-1987 

Gross  National  Product  (Constant  Dollars) 

5.2 

4.1 

Personal  Consumption  (Constant  Dollars) 

4.4 

4.4 

Business  Fixed  Capital  Formation  (Constant  Dollars) 

7.7 

2.5 

Government  Expenditure  (Constant  Dollars) 

4.9 

5.0 

Exports  (Constant  Dollars) 

5.0 

4.2 

Imports  (Constant  Dollars) 

4.7 

4.2 

Personal  Disposable  Income  (Current  Dollars) 

9.1 

8.2 

GNP  Price  Index 

4.9 

4.7 

Population 

1.3 

1.3 

Labour  Force 

2.5 

2.0 

Unemployment  Rate  (percent) 

7.6 

5.9 

The  Ontario  Economy 

Gross  Provincial  Product  (Constant  Dollars) 

5.3 

4.2 

Government  Revenue  (Current  Dollars) 

9.3 

8.1 

Government  Expenditures  (Current  Dollars) 

10.5 

10.1 

Personal  Disposable  Income  (Current  Dollars) 

9.4 

8.3 

Labour  Force 

2.5 

1.9 

Employment 

2.6 

2.1 

Unemployment  Rate  (percent) 

7.0 

5.4 

Source:  D.  Foot  et.al.  The  Ontario  Economy  1977-1987,  Ontario  Economic  Council, 

1977. 


parity  with  the  United  States  dollar  after  1978.  While  a  full  simulation  was 
not  undertaken  for  this  report,  earlier  work  based  on  the  TRACE  model  sug¬ 
gests  that  the  effect  of  exchange  rate  depreciation  consists  of  a  short  run 
stimulative  effect  on  real  output  and  the  unemployment  rate  which  is  offset 
to  a  large  degree  in  subsequent  years  and  is  accompanied  by  a  higher  rate  of 
inflation. 

Many  other  experiments  could  be  undertaken  to  simulate  alternative 
strategies  to  improve  the  performance  of  both  the  Ontario  and  national 
economies  during  the  next  decade.  The  Council  hopes  to  explore  a  number 
of  these  in  future  publications. 
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Population  and  Labour  Force  Trends 


Changes  in  the  size  and  composition  of  the  population  and  of  the  labour 
force  are  important  long-term  economic  variables.  They  are  also  known  with 
more  precision  than  most  other  variables  and  are  easier  to  project,  at  least 
for  the  next  decade.  Some  of  the  effects  of  population  changes  are  easy  to 
see.  The  ‘baby  boom’  after  the  Second  World  War  first  increased  the  demand 
for  primary,  then  secondary,  and  then  post-secondary  education  and  was  a 
significant  factor  in  the  rise  in  housing  demand.  The  decline  in  the  birth  rate 
which  followed  the  ‘baby  boom’  is  going  to  reduce  these  needs.  In  addition, 
the  growth  rate  of  the  labour  force  will  be  reduced  and  affect  Canadian 
output.  The  aging  of  the  population  will  require  increased  expenditures  in 
many  areas  of  medical  care  but  will  reduce  the  need  for  expanded  pediatric 
and  obstetric  facilities.  The  children  of  the  ‘baby  boom’  will  themselves  be 
having  children,  thereby  injecting  a  cyclical  element  into  these  statistics.  It  is 
useful,  therefore,  to  understand  more  precisely  what  demographic  changes 
are  taking  place  and  to  consider  their  economic  implications. 


Statistical  Background 

Ontario  is  a  large  province  with  a  population  of  8.2  million  (1975)  — 
larger  than  the  population  of  many  countries.  The  growth  rate  of  this  popu- 
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lation  has  been  declining  from  an  annual  average  of  3.3  percent  between 
1950  and  1955  to  1.7  percent  annually  between  1970  and  1975.  Changes  in 
population  from  year  to  year  occur  because  of  births,  deaths,  international 
immigration,  international  emigration  and  net  inter-provincial  migration.  In 
1975  about  124  thousand  live  births  were  registered  in  Ontario,  about  60 
thousand  residents  died,  and  1 1 1  thousand  immigrants  arrived.  Data  on 
inter-provincial  flows  and  emigration  are  not  published  as  regularly  as  data 
on  births,  deaths  and  immigration;  hence  it  is  difficult  to  be  precise  about 
their  size. 

The  fertility  rate  for  Ontario  women  has  also  been  declining  from  its 
peak  of  3.8  (average  number  of  births  per  woman)  in  1960  to  a  1975  level  of 
1.9.  Because  the  natural  replacement  level  of  the  population  is  estimated  to 
be  about  2. 1 ,  the  Ontario  population  will  not  be  maintaining  itself  by  nat¬ 
ural  increases  alone  in  the  long  run.  The  crude  death  rate  in  Ontario  has 
declined  but  the  absolute  number  of  deaths  has  risen  because  of  the  expan¬ 
sion  of  the  total  population.  Net  immigration  and  net  migration  appear  to 
have  been  the  most  volatile  elements  in  the  size  and  composition  of  the 
population  of  Ontario.  Recently  these  factors  have  been  responsible  for  a 
loss  of  population  from  Ontario,  probably  through  inter-provincial  migra¬ 
tion. 


Labour  Force 

The  decline  in  the  population  growth  rate  is  attributable  to  a  decline  in 
birth  rates,  and  a  recent  lowering  of  the  level  of  immigration.  The  labour 
force,  however,  has  grown  because  of  post-war  immigration  and  because  of 
the  ‘baby  boom’  children  who  began  to  enter  the  labour  market  in  the  last 
half  of  the  1960s.  In  the  early  fifties  the  average  annual  growth  rate  of  the 
labour  force  was  2.4  percent.  Between  1971  and  1975  the  average  was  4.0 
percent  annually.  This  high  rate  obviously  makes  job  creation  an  important 
economic  goal. 

The  size  of  the  population  of  Ontario  and  its  age  and  sex  composition 
determine  in  part  the  growth  of  the  labour  force,  and  hence  make  an  impor¬ 
tant  contribution  to  the  potential  output  of  the  Ontario  economy.  The  link 
between  the  population  and  labour  force  is  the  participation  rate. 

Labour  force  participation,  by  age  and  sex,  varies  markedly  by  category, 
depending  upon  employment  opportunities  available,  real  earnings,  income 
maintenance  schemes,  urbanization,  the  fertility  rate  and  school  and  univer¬ 
sity  enrolment.  The  projections  show  increasing  participation  rates  for  young 
males,  a  decreasing  rate  for  older  males  and  a  strong  upward  movement  over 
all  age  categories  of  females  with  the  exception  of  those  over  sixty-five  years 
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of  age.  Nonetheless,  because  of  the  decline  in  the  birth  rate  and  lower 
immigration  and  the  changing  age  structure  of  the  population,  the  growth 
rate  of  the  Ontario  labour  force  probably  will  slow  markedly  from  the 
annual  average  of  4.0  percent  in  the  early  part  of  this  decade  to  slightly  less 
than  2  percent  by  1987. 

What  does  this  mean  for  unemployment  rates?  The  projections  suggest 
that  in  the  latter  years  of  this  decade  the  labour  force  will  grow  slightly 
faster  than  employment,  thereby  increasing  the  unemployment  rate.  Subse¬ 
quently,  the  increase  in  energy  investment  will  tend  to  reduce  the  unemploy¬ 
ment  rate  from  the  high  levels  which  currently  exist.  However,  it  appears 
that,  compared  to  the  levels  of  the  1950s  and  1960s  the  unemployment  rate 
will  remain  high.  Improvements  upon  this  relatively  high  rate  will  require 
continued  efforts  to  improve  the  effectiveness  of  labour  markets,  and  en¬ 
hanced  job  training  and  mobility  programs  in  order  to  adapt  to  new  technol¬ 
ogies  and  the  altered  energy  situation,  as  well  as  efforts,  beyond  those  envis¬ 
aged  in  the  projections,  to  increase  aggregate  demand.6 


The  Composition  of  the  Population  and  Its  Effects 

The  age  and  sex  composition  of  the  population  are  relevant  to  a  wide 
range  of  economic,  social  and  political  issues.  These  include  questions  related 
to  employment,  mentioned  above,  the  demand  for  particular  categories  of 
educational,  health  and  welfare  expenditures,  and  the  adequacy  and  location 
of  the  stock  of  old  and  new  housing.  Not  only  is  the  age/sex  composition  of 
current  interest,  but  also  it  shapes  family  formation  and  the  number  of 
future  births  and  deaths.  Although  these  demographic  matters  are  important 
questions,  it  has  not  been  feasible  to  try  to  trace  out  all  their  implications 
here.  The  study  produced  at  the  Institute  provides  more  data  which  will 
enable  those  interested  in  particular  sectors  to  pursue  the  implications  in 
greater  detail. 

A  number  of  essential  features  in  the  projections  of  the  composition  of 
the  Ontario  population  might  be  highlighted.  For  one  thing,  the  population 
is  seen  as  becoming  older:  the  percentage  of  the  population  over  65  will 
increase  from  the  1975  level  of  8.6  percent  to  10.0  percent  in  1987.  Also, 
the  percentage  of  the  population  of  school  age  (5  to  19  years)  will  fall  from 
the  1975  level  of  27.8  percent  to  21.4  percent  in  1987.  This  reflects  an 
absolute  decline  of  175  thousand  children,  which,  among  other  things,  im¬ 
plies  a  sizeable  reduction  in  the  required  number  of  schoolrooms  if  student/ 
teacher  ratios  remain  at  current  levels. 

Because  of  the  ‘baby  boom’  the  numbers  at  schools  expanded  rapidly  in 
Ontario  in  the  1960s.  The  elementary  school-age  group  (age  6  to  13)  peaked 
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in  1971  and  is  expected  to  decline  by  more  than  17  percent  until  the  early 
1980s,  rising  again  until  the  end  of  the  projection  period,  but  not  reaching 
the  1971  peak  within  the  horizon  of  the  projections.  The  secondary  school 
education  group  will  follow  with  a  lag,  peaking  in  the  late  1970s  and  decreas¬ 
ing  by  about  18  percent  until  the  mid  1980s.  The  university  age  group  will 
continue  to  rise  until  the  early  1980s  and  then  fall  throughout  our  forecast 
period  unless  participation  rates  rise  substantially. 

For  Ontario  as  a  whole,  these  changes  imply  sizeable  excess  educational 
capacity  in  terms  of  teachers,  buildings  and  equipment.  The  effect  on  col¬ 
leges  of  education  is  related  and  sizeable.  While  there  are  many  localities 
where  costs  and  hence  public  expenditures  can  be  cut,  educational  facilities 
are  not  always  in  the  most  advantageous  locations  because  of  changes  in  the 
regional  or  local  distribution  of  the  population.  Greater  economies  are  likely 
to  be  possible  in  inner-city  and  rural  areas  whereas  suburban  educational 
facilities  are  not  likely  to  be  affected  as  much. 

Because  teachers’  salaries  are  based  partly  upon  experience,  the  wage  bill 
is  not  likely  to  fall  by  the  same  percentage  as  enrolment.  Specialists  and 
non-teaching  staff  seem  unlikely  to  decline  in  numbers  in  the  same  propor¬ 
tion  as  the  decline  in  the  number  of  pupils.  Pressures  by  teachers  to  reduce 
their  class  sizes  might  also  cushion  declines  in  expenditures.  Nevertheless,  as 
the  demand  for  educational  facilities  slackens,  increasing  pressure  will  arise 
to  effect  economies,  if  only  to  deploy  more  resources  into  other  areas  such 
as  health  care,  where  the  aging  of  the  population  will  increase  the  use  made 
of  these  largely  publicly-financed  services.  The  preliminary  evidence  available 
to  date  does  show  a  reduction  in  the  growth  rate  of  elementary  school 
expenditures,  coinciding  with  the  peaking  of  the  number  of  students. 

Bringing  about  adjustments  in  the  educational  field,  in  response  to  demo¬ 
graphic  as  well  as  other  changes,  poses  serious  problems.  At  present,  for 
example,  teachers  are  being  trained  for  jobs  that  are  scarce  in  Ontario.  Much 
the  same  may  be  true  for  nurses.  One  reason  is  that  teaching  facilities  are  in 
place  and  publicly  financed.  In  future,  more  emphasis  seems  likely  on  redi¬ 
recting  educational  expenditures  to  areas  where  jobs  are  available  and  to 
upgrading  and  retraining. 

In  the  health  field,  the  aging  of  the  population  will  produce  shifts  to¬ 
wards  certain  types  of  care  and  away  from  others.  For  example,  the  growth 
of  obstetric  and  pediatric  treatment  will  be  less  than  that  of  geriatric  care. 

This  situation  highlights  a  need  reflected  in  the  Council’s  1976  policy 
paper  Health  —  Issues  and  Alternatives.  Alternatives  which  are  less  expensive 
might  be  substituted  for  active  treatment  centres  for  acute  care.  These  would 
range  from  home  care  through  rest  homes,  homes  for  the  aged,  nursing 
homes,  extended  care  hospitals  and  so  on.  These  would  provide  services 
more  appropriate  for  the  changing  pattern  of  health  care  needs  at  lower  cost 
than  active  treatment  hospitals  now  provide. 
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Speculation 

Given  that  labour  force  and  population  growth  rates  will  decline  and  that 
the  population  is  getting  older,  one  speculative  issue  deserves  mention. 

The  aging  of  the  population,  in  conjunction  with  the  progressive  income 
tax  system,  could  result  in  a  more  conservative  society  in  terms  of  the 
demand  for  public  goods  and  services.  As  the  young  move  into  the  higher 
earning  categories  they  probably  move  from  being  net  beneficiaries  of  the 
public  sector  (through  the  educational  system,  welfare  and  unemployment 
benefits)  to  being  net  contributors.  Because  public  expenditure  increases  will 
have  to  be  met  more  and  more  by  tax  changes,  the  demand  for  public 
expenditure  may  well  grow  less  rapidly  in  future. 


•• 
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Financial  Aspects  of  the  Outlook 


Borrowing  arises  because  of  gaps  between  current  revenues  and  current 
expenditures.  In  Canada  some  levels  of  government  and  industry  consistently 
spend  more  than  they  earn  while  the  household  sector  consistently  earns 
more  than  it  spends.  The  process  of  transferring  funds  from  those  with 
surpluses  to  those  with  deficits  is  the  process  of  financial  intermediation 
carried  out  through  banks,  trust  companies,  insurance  companies,  stock  mar¬ 
kets  and  so  forth.  The  flow  of  funds  depends  upon  interest  rates  in  Canada 
and  abroad  and  is  affected  by  risk  factors  and  the  extensive  regulation  of 
Canadian  financial  intermediaries  by  both  the  federal  and  provincial  govern¬ 
ments. 

Inflation  is  an  important  factor  in  this  process.  The  projections  indicate 
that  the  rate  of  inflation  will  remain  high  by  historical  standards.  Some 
important  results  of  inflation  are  worth  noting.  First,  inflation  channels 
larger  amounts  of  real  resources  to  the  government  sector  than  otherwise 
would  be  the  case.  Second,  inflation  makes  capital  budgeting  decisions  more 
uncertain,  especially  for  large  projects  that  cannot  yield  a  return  for  several 
years.  The  uncertain  stream  of  future  returns  from  investment  in  plant  and 
equipment  becomes  less  attractive  relative  to  financial  assets  with  a  high 
nominal  return.  Inflation  results  in  much  of  the' stock  of  savings  being  very 
liquid  and  short  term,  making  it  more  difficult  to  finance  longer  term  invest¬ 
ments.  Third,  real  rates  of  interest  have  sometimes  been  negative  in  recent 
years  because  of  inflation.  Finally,  it  should  be  noted  that  because  deprecia¬ 
tion  is  based  upon  the  original  cost  of  capital  rather  than  its  replacement 
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cost,  financing  new  and  increasingly  expensive  capital  investments  is  discour¬ 
aged,  although  accelerated  depreciation  allowances  partly  offset  this  factor. 

Despite  inflation  the  household  savings  rate  (savings  as  a  proportion  of 
disposable  income)  has  risen  in  Canada  in  recent  years.  Uncertainty  about 
job  security  as  well  as  attempts  to  build  savings  to  the  same  real  levels 
probably  are  one  explanation  for  this  phenomenon.7  It  should  be  recog¬ 
nized,  however,  that  because  of  inflation  those  who  saved  have,  in  many 
instances,  been  losing  ground.  This  is  unlikely  to  be  sustainable  in  the  long 
term.  The  price  of  equities  has  also  been  depressed  below  the  replacement 
value  of  the  assets  they  represent.  Often  it  is  cheaper  to  take  over  an  existing 
firm  than  to  build  new  productive  capacity. 

All  of  these  factors  have  tended  to  depress  capital  investment  in  Canada 
below  what  it  might  otherwise  have  been,  and  lend  support  to  the  assertion 
that  control  of  inflation  is  necessary  to  create  jobs  and  improve  productivity. 

What  are  the  dangers  in  the  years  ahead?  The  prospect  of  a  capital  short¬ 
age  has  received  a  good  deal  of  attention.  This  term  can  have  a  number  of 
meanings.  On  the  one  hand,  it  can  imply  a  shortfall  relative  to  demand  in  the 
flow  of  real  capital  to  the  industrial,  housing  and  government  sectors.  A  sec¬ 
ond  interpretation  is  that  the  amount  of  capital  that  is  required  cannot  be 
provided  at  reasonably  attractive  and  stable  rates  of  interest. 

Investments  in  the  private  sector  depend  upon  the  expected  return  being 
at  least  equal  to,  or  preferably  greater  than,  the  cost  of  capital.  But  the 
private  sector  necessarily  competes  with  governments  in  capital  markets. 
Governments  can  meet  their  interest  payments  by  exercising  their  taxing 
powers.  This  creates  the  possibility  that  the  demand  for  funds  by  govern¬ 
ments  can  make  many  private  investment  projects  unattractive  because  of 
the  increase  in  the  rate  of  interest  induced  by  heavy  government  borrowing. 

Although  a  large  part  of  gross  fixed  capital  formation  by  business  is 
financed  via  undistributed  corporate  profits  and  tax  deferrals  that  result 
from  accelerated  capital  consumption  allowances,  the  use  that  is  made  of 
these  funds  depends  upon  expected  rates  of  return  to  be  obtained  from 
alternative  uses. 


Business  Investment 

Table  4  presents  actual  figures  and  projections  for  Canada  for  gross 
capital  formation  and  the  sources  of  its  financing  as  shares  of  GNP  for 
selected  periods  from  1960  to  1987.  These  figures  illustrate  the  contention 
that,  in  the  absence  of  policy  changes  or  unanticipated  developments,  capital 
investment  will  be  high  by  past  standards  during  the  decade  from  1977  to 
1987.  During  these  ten  years  total  business  fixed  investment  is  projected  to 
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average  19.4  percent  of  GNP  compared  to  18.2  percent  for  the  preceding  15 
years.  It  should  be  noted  that  national  accounts  statistics  for  business  gross 
fixed  capital  formation  include  residential  construction,  machinery  and 
equipment  and  non-residential  construction.  Business  investment  per  se  (that 
is  the  non-housing  sector)  is  expected  to  grow  faster  than  the  total.  It  should 
also  be  noted  that  investment  needs  would  be  higher  if  a  higher  rate  of 
economic  growth  were  projected. 

Where  will  the  additional  savings  come  from?  There  are  four  possibilities: 
increased  personal  savings,  corporate  savings,  government  savings  and  foreign 
borrowing.  The  figures  in  Table  4  suggest  that  in  the  period  from  1976  to 
1981,  the  additional  savings  will  primarily  come  from  increases  in  undistrib¬ 
uted  corporate  profits  as  well  as  large  capital  inflows  implied  by  the  deficits 
on  the  current  account  of  the  balance  of  payments.  These  projections  suggest 


Table  4 

Gross  Capital  Formation  and  its  Financing, 
as  Percent  of  Gross  National  Product  Canada1 


Item 

Period2 

GROSS  DOMESTIC  CAPITAL 
FORMATION 

Business  Gross  Fixed  Capital 
Formation 

1960-69 

1970-75 

1976-81 

1982-87 

Total 

18.0 

18.5 

19.1 

19.7 

Housing 

4.7 

4.8 

4.9 

4.2 

Non-Housing 

Government  Gross  Fixed  Capital 

13.3 

13.7 

14.2 

15.6 

Formation 

FINANCING  OF  GROSS  DOMESTIC 
CAPITAL  FORMATION 

4.2 

3.9 

3.9 

4.0 

Personal  Saving 

3.4 

5.3 

5.3 

4.5 

Government  Saving 

2.7 

2.5 

2.2 

3.1 

Undistributed  Corporate  Profits 

3.8 

4.6 

5.7 

6.2 

Capital  Consumption  Allowances 
Surplus  (— )  or  Deficit  (+)  on 

11.9 

11.2 

11.2 

11.2 

Current  Account 

—  1.6 

0.5 

1.7 

0.9 

1.  Capital  formation  and  the  financing  categories  do  not  balance  in  these  figures  as  a 
number  of  elements  are  omitted  from  this  table. 


2.  The  data  for  1960-1974  are  historical.  The  data  for  1975-1987  have  been  generated  by 
the  model. 

D.  Foot  et  al.,  The  Ontario  Economy  1977-1987,  Ontario  Economic  Council, 
1977, page  158. 


Source: 
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that  the  government  sector  as  a  whole  (municipal,  provincial,  federal)  will 
continue  to  be  a  net  saver  on  a  national  accounts  basis  although  at  a  lower 
share  of  GNP  than  in  the  past.  This  is  compatible  with  large  net  cash  needs 
by  government  because  of  factors  that  are  not  incorporated  into  the  national 
accounting  framework. 

The  projection  of  a  large  inflow  of  foreign  capital  deserves  some  com¬ 
ment.  It  is  one  of  the  factors  which  affects  the  Canadian  exchange  rate.  It  is 
widely  believed  that  Canada  has  become  more  hostile  to  foreign  direct  in¬ 
vestment  because  of  Canadian  nationalism  in  general  and  because  of  the 
Foreign  Investment  Review  Act  (FIRA)  in  particular.  It  is  difficult  to  assess 
the  net  effects  of  the  Foreign  Investment  Review  Agency  on  the  flow  of 
direct  investment  into  Canada  as  the  Council  pointed  out  in  its  policy  paper 
entitled  National  Independence  —  Issues  and  Alternatives  (1976).  It  must  be 
recognized  too  that  Canada  will  be  just  one  of  many  nations  competing  for 
capital  during  the  period  under  consideration. 

There  is  a  presumption  that  much  of  the  inflow  of  foreign  capital  in 
future  will  be  in  the  form  of  debt  rather  than  equity  in  Canadian  firms. 
Much  of  this  debt  inflow  will  be  accounted  for  by  borrowing  by  municipali¬ 
ties  and  provinces  (either  directly  or  guaranteed  by  these  bodies  for  their 
agencies  such  as  hydro  utilities). 

Although  the  demand  for  capital  is  expected  to  rise  in  the  United  States 
this  does  not  necessarily  mean  that  capital  exports  to  Canada  will  become 
relatively  more  expensive.  The  United  States  is  a  financial  intermediary  to 
the  world,  generally  borrowing  short  term  and  lending  long  term.  Conse¬ 
quently,  borrowing  in  the  U.S.  market  does  not  necessarily  mean  tapping 
domestic  U.S.  savings  alone.  The  crucial  issue  is  the  extent  to  which  the 
government  of  the  United  States  is  able  to  reduce  its  borrowing  requirements 
by  keeping  its  deficits  at  relatively  modest  levels. 

The  national  projections  suggest  that  the  average  long-term  Government 
of  Canada  bond  yield  over  the  forecast  period  will  be  about  7.5  percent, 
while  the  rate  of  inflation  will  be  a  little  more  than  4.5  percent  (the  implicit 
GNP  deflator).  The  real  return  will  therefore  be  less  than  3  percent.  If  high 
grade  corporate  bonds  were  to  pay  half  a  percentage  point  over  government 
bonds  the  real  yield  on  corporate  bonds  would  be  only  slightly  higher  than 
they  have  been  in  the  past. 

Just  as  important  as  the  amount  of  investment  is  its  composition.  Be¬ 
cause  job  creation  will  be  an  important  need  in  coming  years,  it  is  important 
to  observe  that  much  prospective  investment  spending  may  not  generate 
additional  permanent  jobs.  Some  investment  is  for  pollution  abatement  and 
few  new  jobs  will  be  created  in  the  longer  run  after  the  pollution-related 
equipment  is  put  in  place.  Other  investment  is  either  for  the  production  of 
energy,  the  distribution  of  energy,  the  conservation  of  energy  or  alterations 
in  the  sources  of  energy  to  reduce  costs.  Once  again,  after  these  investments 
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are  accomplished  there  will  not  be  a  large  sustained  increase  in  employment. 
Furthermore,  much  of  this  investment  will  occur  in  places  where  unemploy¬ 
ment  is  less  of  a  problem.  This  suggests  that  considerable  labour  mobility 
will  be  necessary  in  order  to  reduce  unemployment.  Another  implication  is 
that  industrial  capacity  could  grow  more  slowly  than  would  seem  to  be  indi¬ 
cated  by  a  glance  at  the  total  investment  statistics.  Consequently  capacity 
constraints  in  some  industries  could  appear  at  higher  rates  of  unemployment 
than  in  the  past. 

Canada’s  capital  requirements  for  energy  production  and  distribution  are 
expected  to  be  between  $170  and  $180  billion  (1975  dollars)  in  the  period 
1976-1990.  GNP  was  $161  billion  in  1975.  The  annual  share  of  GNP  that 
would  go  into  these  investments  over  the  period  would  be  about  5  percent, 
although  the  time  pattern  will  vary  according  to  energy  price  assumptions. 

During  the  period  from  1950  to  1975  energy-related  investments  were 
about  3.5  percent  of  GNP.  The  evidence  suggests  that  there  should  be  no 
problem  in  financing  the  anticipated  investment  in  the  petroleum  sector. 
Depending  upon  oil  prices,  capital  investment  in  electrical  utilities  might 
range  between  50  percent  (high  oil  price)  of  total  energy  investment  and  76 
percent  (low  oil  price).  Under  the  high-price  scenario  there  is  much  more  in¬ 
vestment  in  the  petroleum  sector. 

Financing  provincial  electrical  utility  investments  is  another  matter.  The 
higher  the  electricity  price,  the  lower  the  amount  of  borrowing  required.  To 
the  extent  that  such  borrowing  pushes  up  interest  rates  and  exchanges  rates, 
the  manufacturing  sector  and  other  sectors  are  disadvantaged.  Higher  elec¬ 
tricity  prices  also  reduce  consumption  and  hence  investment  needs.  Large 
increases  in  electricity  prices  in  Ontario  have  occurred  and  probably  will 
continue  to  occur.  While  these  are  unwelcome  to  consumers  they  may  be  a 
preferable  strategy  to  increased  foreign  borrowing  which  has  effects  that  are 
less  obvious  but  perhaps  even  more  unacceptable. 

Although,  as  indicated  earlier,  the  rate  of  inflation  will  continue  to  be 
high  by  the  standards  of  the  1960s,  the  projections  indicate  that  inflation  in 
the  1980s  will  decline  substantially  from  the  double  digit  level  experienced 
in  1974  and  1975.  There  is  a  growing  body  of  evidence  to  indicate  that  the 
rate  of  inflation  and  the  real  return  on  common  stocks  are  inversely  related. 
A  reduction  on  the  rate  of  inflation  should  therefore  result  in  a  stronger 
equity  market  which  will  facilitate  equity  financing.  Because  the  balance 
sheets  of  many  firms  have  been  deteriorating  (more  short  term  debt  relative 
to  equity  and  long  term  debt)  a  reduction  in  the  rate  of  inflation  would 
improve  debt/equity  ratios  and  enable  firms  to  better  withstand  cyclical 
instability  and  encourage  further  investment.  Much  recent  borrowing  has 
been  short  term  because  of  the  uncertainty  about  future  interest  rates.  This 
situation  should  improve  if  inflation  and  inflationary  expectations  are  re¬ 
duced  in  the  years  ahead. 
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Provincial  Financing 

At  the  outset  it  is  useful  to  outline  some  of  the  conceptual  issues  in¬ 
volved  in  the  financing  of  the  Government  of  Ontario.  The  statistics  on 
public  borrowing  can  be  easily  misinterpreted.  The  Province  generally  bor¬ 
rows  in  the  United  States  on  behalf  of  Ontario  Hydro  with  the  proceeds 
credited  to  Ontario  Hydro  in  return  for  Ontario  Hydro  bonds.  Ontario 
Hydro  also  issues  debt  in  Canada  and  in  Europe  that  is  guaranteed  by  the 
Province.  Consequently,  borrowing  by  Ontario  Hydro  affects  the  credit  rat¬ 
ing  of  the  Province  and  its  ability  to  raise  funds  in  public  markets,  as  well  as 
the  cost  of  these  funds  because  a  favourable  credit  rating  obviously  reduces 
the  interest  rate.  The  modest  amount  which  the  Province  borrows  in  the 
market  for  its  own  purposes  therefore  does  not  convey  what  is  actually 
taking  place. 

The  projections  indicate  that  Ontario’s  net  cash  requirements  will  grow 
substantially  during  the  next  decade.  Non-public  sources  of  funds  have  been 
the  major  source  of  cash  to  the  Province  in  recent  years.  The  Treasurer  of 
Ontario  has  stated  that  it  is  false  to  assume  that  “Ontario’s  main  objective 
for  the  CPP  is  to  maximize  the  amount  of  money  the  province  can  borrow  at 
bargain  rates”.8  While  it  is  true  that  these  funds  provide  a  small  part  of  the 
total  budget  ($12.6  billion  in  1976-1977),  they  do  provide  a  large  part  of  the 
Province’s  net  cash  requirements,  as  can  be  seen  from  Table  5. 

One  of  the  key  problems  on  the  horizon  is  the  decreased  availability  of 
funds  from  non-public  sources.  These  include  the  Canada  Pension  Plan,  the 
Ontario  Teachers’  Superannuation  Fund  and  the  Ontario  Municipal  Em¬ 
ployees  Retirement  Fund  (OMERS). 

The  projections  indicate  that  the  net  flow  of  funds  to  the  Province  from 
these  sources  will  decline  steadily  and  become  negative  by  1985-1986.  The 
re-borrowing  by  the  Province  of  interest  paid  by  the  Province  obscures  the 
actual  flow  of  funds.  The  net  source  of  funds  represented  by  these  non¬ 
public  borrowings  peaked  in  the  1974-1975  fiscal  year. 

Consequently  the  Province’s  cash  requirements  will  have  to  be  met  in 
increasing  amounts  by  public  borrowing.  Because  the  Province  also  borrows 
for  Ontario  Hydro  there  is  likely  to  be  increasing  difficulty  in  financing  the 
development  of  additional  electric  energy  capacity  unless  energy  prices  are 
adjusted  appropriately. 

The  Canada  Pension  Plan:  Some  Related  Issues 

Non-public  borrowing  has  been  important  in  funding  the  cash  needs  of 
the  Province  in  recent  years  as  mentioned  above.  For  example,  in  fiscal 
1974-75,  the  year  when  the  net  flow  to  the  Province  from  the  Canada 
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Pension  Plan  (CPP)  reached  its  peak,  the  net  flow  of  $421  million  accounted 
for  60  percent  of  the  $696  million  cash  requirement  of  Ontario,  exclusive  of 
interest  payments  from  the  Province  to  the  CPP.  (This  excludes  what  the 
Province  pays  to  itself  as  interest  to  the  CPP  and  hence  the  numbers  differ 
from  those  shown  in  Table  5).  Not  only  have  these  flows  been  stable  and 
predictable  but  the  interest  rate  paid  by  the  Province  has  been  less  than  it 
would  have  been  had  the  Province  had  to  borrow  in  the  open  market. 


Table  5 

Cash  Requirements  of  the  Province  of  Ontario 
and  Sources  of  Financing 
($000,000) 


Sources  of  Financing 

Year 

Net  Cash 
Requirements 

Non-Public 

Borrowing 

Public 

Borrowing 

Net  Change  in 
Liquid  Resources1 

Total 

Financing 

1970-1971 

566 

610 

-51 

7 

566 

1971-1972 

1018 

747 

286 

-15 

1018 

1972-1973 

744 

780 

252 

-288 

744 

1973-1974 

708 

938 

-228 

-2 

708 

1974-1975 

977 

1156 

-305 

126 

977 

1975-1976 

(interim) 

1889 

1222 

743 

-76 

1889 

Source:  D.  Foot  et.  al.  The  Ontario  Economy  1977-1987,  Ontario  Economic  Council, 

1977,  pages  166-167. 

1.  The  last  three  numbers  in  this  column  have  been  altered  to  correct  those  appearing  in 
the  source  document. 

Provinces  currently  pay  an  interest  rate  on  their  CPP  borrowings  equal  to 
the  yield  on  long-term  Government  of  Canada  bonds.  (Provincial  borrowing 
rates  are  higher  because  their  bonds  are  considered  to  be  riskier  and  because 
of  the  tax  treatment  of  the  long-term  Canada  bonds  which  bear  low  cou¬ 
pons.)  It  has  been  recommended  that  the  provinces  pay  a  rate  of  interest 
equal  to  the  yield  they  would  offer  on  new  bonds  sold  on  the  open  market. 
Under  this  policy  the  cash  available  to  Ontario  would  be  unchanged  in  the 
short  run,  although  gross  borrowing  would  be  higher.  But,  interest  payments 
on  the  public  debt  would  rise,  thereby  increasing  budgetary  expenditures 
unless  other  expenditures  were  reduced. 
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Unless  changes  are  made  in  the  current  scheme,  as  the  proportion  of  the 
population  which  is  eligible  for  pension  benefits  increases,  the  borrowed 
funds  will  have  to  be  repaid.  It  is  hardly  surprising,  therefore,  that  a  number 
of  options  are  being  considered  for  reform  of  the  CPP.  While  the  effects  on 
private  savings  and  capital  formation  because  of  public  pension  funds  are 
undoubtedly  significant,  the  Province  of  Ontario  has  recently  emphasized 
(correctly  in  the  Council’s  view)  that  “The  basic  issue.  .  .is  the  role  that  the 
Canada  Pension  Plan  should  play  in  Provincial  financing”.9 

The  Treasurer  has  also  indicated  that  all  options  are  open  with  respect  to 
CPP  reform.10  He  felt  that  partially  funded  or  pay-as-you-go  schemes  in  the 
context  of  the  ‘baby  boom’  and  the  decline  in  the  birth  rate  would  place  a 
higher  load  on  the  next  working  generation  than  would  seem  to  be  fair.  He 
also  felt  that  such  schemes  reduce  investment  and  growth  in  the  capital 
stock.  Mr.  McKeough  noted  that  moving  to  a  fully-funded  basis  would  create 
a  much  larger  CPP  investment  fund,  of  which  the  surplus  would  be  invested 
in  the  private  sector.  This  is  now  done  in  Quebec.11 

Under  current  arrangements  CPP  funds  will  peak  in  1990  and  will  be 
completely  exhausted  by  2001  unless  contribution  rates  are  raised  or  bene¬ 
fits  reduced.  Earlier,  regular  contribution  rate  increases  would  prevent  the 
need  for  more  dramatic  rate  increases  later.  Rate  increases  now  would  imply 
a  larger  flow  of  resources  to  the  provinces  but,  because  of  the  changing 
population  structure,  would  only  postpone  the  time  at  which  the  net  flow  of 
funds  to  the  provinces  would  be  reversed. 


Conclusions 

One  factor  contributing  to  the  continuing  growth  of  the  public  sector 
has  been  the  availability  of  large  flows  of  non-public  borrowings,  relative  to 
net  cash  requirements,  at  a  rate  of  interest  less  than  the  market  rate.  Because 
these  non-public  sources  of  funds  will  decline  and  ultimately  be  a  net  drain 
on  provincial  cash  requirements,  (and  the  projections  do  not  show  an  accom¬ 
modating  decline  in  expenditures  or  increases  in  provincial  revenue),  the 
Government  of  Ontario  will  be  placed  under  increasing  financial  pressures. 
Ontario  Hydro’s  capital  expenditures  will  also  be  more  difficult  to  finance. 
In  these  circumstances  the  Council  endorses  the  decision  of  the  provincial 
government  to  restrain  spending  and  urges  it  to  continue  this  policy  in  the 
years  immediately  ahead. 

Given  the  importance  of  inflation  for  financial  markets  and  financing,  it 
is  important  that  inflation  adjustments  be  incorporated  into  accounting 
frameworks.  While  work  is  being  done  in  this  area  by  the  Government  of 
Ontario  and  by  accounting  groups,  it  needs  to  be  encouraged  and  expedited. 


5 

Labour-Management  Relations 
in  the  Public  Sector 


Interruptions  of  work,  strikes,  seemingly  large  wage  settlements,  and 
generous,  but  apparently  underfunded,  pensions  in  the  public  sector  have 
created  widespread  concern.  Part  of  the  concern  arises  from  taxpayer  resis¬ 
tance  to  paying  for  increasingly  expensive  public  services  and  part  from  the 
inconveniences  of  work  stoppages  in  areas  where  there  are  often  few  substi¬ 
tutes  for  those  provided  by  the  public  service.  Meaningful  statistical  evidence 
on  such  factors  as  wage,  salary  and  fringe  benefit  changes  in  the  public  and 
private  sectors  is  scanty  so  that  the  public  debate  has  not  been  able  to  focus 
on  the  magnitude  of  the  issues.  Another  unknown  is  the  extent  to  which 
public  sector  wage  settlements  have  pulled  up  wages  and  prices  in  the  private 
sector  across  Canada. 

Few  would  want  to  treat  civil  servants  more  harshly  than  comparable 
employees  are  treated  in  the  private  sector.  There  is  no  reason  why  public- 
sector  employees  should  be  forced  to  make  a  charitable  contribution  to 
taxpayers  by  securing  a  compensation  package  that  is  less  than  they  could 
obtain  elsewhere.  It  is  also  true,  however,  that  public  employees  should  not 
be  allowed,  by  dint  of  the  monopoly  positions  they  enjoy  in  the  provision  of 
some  public  services,  to  hold  taxpayers  at  ransom  through  government.  The 
question  that  must  be  faced  is  how  to  obtain  a  reasonable  balance  between 
these  extremes. 

As  mentioned  above,  the  evidence  on  the  relative  sizes  of  compensation 
settlements  in  the  public  sector,  for  tasks  similar  to  those  performed  in  the 
private  sector,  is  difficult  to  obtain.  What  evidence  there  is  suggests  that  in 
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recent  years  public  sector  earnings  have  on  average  exceeded  private  sector 
earnings  taking  account  of  qualifications  and  experience.  The  amounts  vary 
by  occupation  and  by  other  factors.  The  statistics  suggest  that  this  gap  has 
not  altered  significantly  in  the  last  ten  years  of  so,  although  a  few  large 
settlements  have  occurred  and  have  received  much  publicity.  Because  the 
public  sector  is  a  very  large  employer,  overly  generous  settlements  for  small 
groups  of  public  servants  often  do  not  affect  the  average  gap  to  any  great 
degree. 

While  the  statistics  are  not  plentiful  there  are  a  few  factors  which  help  to 
delimit  the  lower  boundary  of  public  sector  settlements.  It  is  difficult  for 
public  sector  wages  for  comparable  tasks  to  fall  below  those  in  the  private 
sector  for  any  lengthy  period  since  employees  will  simply  change  jobs  if  jobs 
are  available.  Although  market  forces  put  a  floor  under  public  sector  settle¬ 
ments  they  do  not  impose  a  ceiling.  It  is  this  asymmetry  which  may  have 
been  a  significant  factor  in  the  introduction  of  income  controls  in  Canada. 
The  possibility  of  bankruptcy  and  domestic  and  foreign  competition  place 
strong  market  constraints  on  settlements  in  the  private  sector.  Unemploy¬ 
ment  and  job  insecurity  have  brought  this  home  to  workers  in  the  private 
sector.  In  the  public  sector  there  is  greater  job  security  particularly  at  senior 
levels  of  government.  Because  of  their  taxing  power  governments  are  un¬ 
likely  to  become  insolvent,  at  least  in  the  private  sector  sense.  Hence  minis¬ 
ters  feel  less  constrained  to  resist  wage  demands.12  Further,  deferred  costs  in 
pensions  and  early  retirement  provisions  are  probably  higher  in  the  public 
service  than  in  the  private  sector  because  the  costs  can  be  passed  on  to  future 
taxpayers  and  politicians. 

The  public  sector  strike  issue  is  complex.  In  the  Province  of  Ontario  civil 
servants,  as  such,  do  not  have  the  right  to  strike  although  some  public 
employees  such  as  school  teachers  and  municipal  employees  do  have  that 
legal  right.  In  the  Council’s  view  the  right  to  strike  issue,  although  much 
discussed,  is  in  some  way  a  diversion  from  the  main  point.  Denying  the  right 
to  strike  does  not  prevent  strikes:  if  large  numbers  of  civil  servants  were  to 
walk  out  and  picket  their  employer  they  could  not  all  be  incarcerated  for 
breaking  the  law.  At  most  their  leaders  could  be  locked  up  or  a  fine  imposed. 
An  increase  in  union  dues  required  to  pay  a  fine  imposed  on  a  union  per  se  is 
likely  to  be  the  only  effective  deterrent. 

The  effect  of  public  sector  strikes  is  somewhat  ambiguous.  Removing  the 
right  to  strike  denies  labour  its  ultimate  weapon  in  bargaining.  In  most 
“essential  services”  it  is  likely  that  there  is  less  willingness  to  strike  on  the 
part  of  most  workers  and  there  is  greater  public  resistance  to  both  large 
settlements  and  inconvenience  simply  because  some  services  are  seen  as 
essential.  Many  cases  do  not  make  headlines  because  there  has  not  been  a 
breakdown  of  relations.  On  the  other  hand,  it  has  been  alleged  that  denying 
the  right  to  strike  can  lead  to  higher  wage  increases  through  arbitration. 
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The  main  point  is  that  Ontario  should  try  to  avoid  the  federal  situation. 
The  federal  government  is  faced  with  legislation  under  which  each  public 
service  bargaining  unit  can  select  either  the  binding  arbitration  route  or  the 
conciliation  (strike)  route.  Not  surprisingly,  those  groups  with  little  bargain¬ 
ing  power  —  that  is  to  say,  those  who  have  little  power  to  inconvenience  the 
public  —  almost  invariably  choose  binding  arbitration  for  the  simple  reason 
that  arbitrators  apparently  show  a  penchant  for  splitting  the  difference.  Half 
of  a  sizeable  demand  is  still  a  large  number! 

Needless  to  say,  those  who  can  inconvenience  the  public,  such  as  air 
traffic  controllers,  choose  the  conciliation  route  because  they  know  that  if 
they  close  down  the  airports  many  are  not  only  going  to  be  inconvenienced 
but  also  that  they  are  able  to  put  great  pressure  on  officials  and  ministers  to 
reach  an  agreement  even  if  that  were  to  mean  an  overly  generous  settlement. 
The  extra  cost  of  an  overly  generous  settlement  with  the  air  traffic  con¬ 
trollers  is  extremely  small  from  the  point  of  the  average  taxpayer;  it  means 
virtually  nothing  to  the  average  air  traveller:  it  means  a  great  deal  to  the  air 
traffic  controllers  however. 

The  problem  of  wage  determination  in  many  parts  of  the  public  service  is 
compounded  by  the  difficulties  or  the  impossibility  of  measuring  changes  in 
the  productivity  of  many  public  servants.  In  many  instances  their  output  is 
so  intangible  that  the  argument  that  output  per  worker  has  risen  1 0  percent 
is  as  plausible  as  the  argument  that  it  has  fallen  10  percent. 

When  monopoly  power,  intangible  outputs,  large  arbitration  awards  and 
the  seemingly  bottomless  purse  resulting  from  the  taxing  powers  of  govern¬ 
ments  are  combined,  the  result,  hardly  surprisingly,  is  sizeable  increases  in 
the  compensation  of  public  servants  that  put  upward  pressure  on  wage  levels 
in  the  private  sector.  This  occurs  because  there  is  a  tendency  to  bargain  in 
order  to  maintain  wage  differentials  between  different  groups  of  employers 
as  well  as  for  different  categories  of  employees.  Also,  large  public  sector 
settlements  provide  targets  for  other  negotiations  even  if  a  direct  comparison 
is  unwarranted  because  of  different  lengths  of  contracts,  catch-ups,  differ¬ 
ences  in  the  security,  pension  benefits  and  so  forth. 

Collective  bargaining  in  the  public  and  private  sectors  is  shaped  by  very 
different  forces.  Some  of  these  have  been  mentioned  above.  There  are 
others.  The  fact  that  fewer  issues  are  negotiable  in  the  public  sector  may 
have  led  to  more  concentration  on  financial  matters  during  bargaining.  In 
any  event,  the  environment  changed  in  1967  with  the  passage  of  the  federal 
government’s  Public  Service  Staff  Relations  Act;  and  it  would  seem  that  this 
occurred  without  a  proper  understanding  of  the  differences  between  the  two 
sectors.  The  collective  bargaining  model  has  been  drawn  from  the  private 
sector  and  applied  to  the  public  sector  where  it  is  not  applicable  because  of 
the  lack  of  constraints  on  the  employer  and  the  lack  of  substitutes  for  public 


services. 
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Some  Suggestions 

One  variable  which  was  not  discussed  above  is  critical  —  the  growth  of 
the  public  sector.  As  long  as  the  public  sector  was  growing  faster  than  the 
economy  as  a  whole,  elementary  economics  would  lead  to  the  conclusion 
that  higher  wage  increases  would  be  necessary  to  draw  labour  from  other 
pursuits.  If  the  public  sector  were  to  grow  relatively  slowly  and  redundant 
labour  appeared,  it  would  take  some  of  the  pressure  from  the  push  for  higher 
wages.  It  would  not  remove  it  entirely  for  the  reasons  mentioned  in  the 
previous  section.  If  it  appeared  that  public  sector  wage  increases  were  not 
growing  out  of  line  with  the  private  sector  when  the  public  sector  was  not 
growing  relative  to  the  other  sectors  of  the  economy,  not  only  would  some 
of  the  concern  with  public  sector  wages  be  alleviated  but  also  it  would 
remove  one  of  the  immediate  justifications  for  wage  and  price  controls. 

The  main  alternative  is  to  tie  —  through  the  adoption  of  a  formula  — 
increases  in  public  service  compensation  to  those  increases  already  achieved 
in  the  private  sector.  Changes  in  the  compensation  of  public  servants  should 
not  lead  those  in  the  private  sector  except  possibly  in  those  rare  instances 
where  changes  in  the  productivity  of  public  servants  can  be  reliably  mea¬ 
sured  and  valid  comparisons  with  the  private  sector  made.  Although  this  has 
often  been  recommended,  it  has  one  drawback  which  is  not  often  noted.  If 
public  sector  wages  are  now  above  those  in  the  private  sector  for  comparable 
employees,  applying  the  same  percentage  gains  in  contract  settlements  to  the 
public  sector  as  in  the  private  sector  will  result  in  an  increasing  (not  a 
constant)  absolute  wage  difference  between  the  sectors.  Also,  in  devising  a 
formula  it  would  be  important  to  recognize  the  fact  that  private  sector 
employment  involves  greater  risk,  although  public  sector  employment  is  it¬ 
self  becoming  slightly  riskier.  In  general,  individuals  must  be  paid  premia  to 
bear  more  risk  than  would  prevail  in  alternative  pursuits.  The  current  wage 
structure  creates  an  inversion  of  natural  incentives  which  should  not  be 
locked  in  by  a  formula. 

Arriving  at  an  acceptable  formula  (or  formulae)  would  be  difficult  for,  in 
many  instances,  the  “appropriate”  comparison  is  far  from  obvious  and  cer¬ 
tainly  will  be  disputatious.  If  a  formula  is  desired,  perhaps  the  answer  is  to 
create  some  truly  independent  body  that  would  rule  on  the  precise  equation 
for  public  wage  settlements.  Some  sanctions  too  will  have  to  be  found.  But  if 
the  advisory  group  has  sufficient  credibility,  public  acceptance  of  its  recom¬ 
mendations,  together  with  fines  imposed  upon  public  service  unions  who 
strike  in  the  face  of  its  recommendations  may  be  sufficient. 

Even  if  a  formula  is  not  used  to  increase  public  sector  wages  and  benefits 
the  advisory  body  could,  if  it  were  truly  independent,  gather  and  disseminate 
information  on  comparative  settlements  and  wage  costs.  Current  public 
statements  on  these  issues  are  often  accepted  uncritically.  Such  a  body  could 
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also  compare  public  sector/private  sector  pensions  and  fringe  benefits. 

It  is  frequently  alleged  that  public  sector  strikes  are  prolonged  because 
the  funds  that  are  not  spent  are  retained  by  Ministries,  school  boards  and  so 
forth.  The  employees  bear  the  costs  of  foregone  earnings.  However,  the 
direct  employer  often  finds  a  saving  in  not  paying  striking  employees.  Conse¬ 
quently,  a  number  of  suggestions  have  been  advanced.  One  is  that  the  funds 
not  spent  be  returned  to  the  general  revenue  of  the  government  rather  than 
the  Ministry  directly  involved.  This  however  might  encourage  more  generous 
settlements  by  the  government.  An  alternative  would  be  to  transfer  the 
funds  saved  to  those  distressed  by  the  strike.  During  a  teachers’  strike  for 
example,  students  could  arrange  for  private  tutoring,  individually  or  collec¬ 
tively,  with  the  funds  returned  by  the  school  boards.  Some  publicly-provided 
health  care  could  be  replaced  by  more  home  care,  nursing  homes,  and  the 
movement  to  other  jurisdictions  in  the  event  of  a  hospital  strike.  This  ap¬ 
proach  is  obviously  of  less  use  where  substitutes  are  not  readily  available. 

One  final  point,  although  ambiguous  and  therefore  difficult  to  document, 
relates  to  the  impact  of  the  rate  of  promotion  and  of  changes  in  job  classifi¬ 
cation  schemes  on  the  relative  position  of  public  sector/private  sector  workers. 
A  worker,  after  all,  is  primarily  concerned  with  the  increases  in  his  take-home 
pay  and  fringe  benefits.  There  is  reason  to  believe  that  an  inordinately  rapid 
rate  of  promotion  and  the  upward  reclassification  of  many  public  service 
jobs  has  greatly  exacerbated  the  problems  created  by  generous  wage  settle¬ 
ments  in  the  public  service.  The  question  is:  would  Mr.  X,  with  his  educa¬ 
tion,  experience  and  achievement  record  be  compensated  as  generously  by 
the  private  sector,  taking  into  account  the  relative  degrees  of  job  security 
and  the  relative  generosity  of  the  fringe  benefits  provided.  This  is  the  tough 
but  vital  question  an  independent  review  body  would  have  to  try  to  answer. 


6 

Regulation  of  the  Economy 


One  of  the  characteristics  which  shapes,  and  in  a  sense  describes,  any 
society  is  the  assignment  of  responsibilities  between  the  public  and  private 
sectors.  There  is  no  country  with  unrestricted  free  enterprise  or,  on  the  other 
hand,  total  central  planning.  The  choice  of  the  appropriate  mix  at  any  point 
in  time  is  a  political  matter.  Untrammelled  free  markets  are  efficient  in  a 
narrow  sense  but  are  not  consistent  with  the  realization  of  some  important 
goals.  Some  government  intervention  is  both  inevitable  and  desirable.  This 
intervention  can  take  many  forms  including:  public  ownership,  subsidies,  tax 
concessions,  regulations  and  moral  suasion.  The  optimal  choice  among  the 
possible  policy  instruments  is  the  subject  of  much  debate  among  both  politi¬ 
cians  and  economists. 

Regulation  is  frequently  chosen  as  the  policy  instrument  because  it  usu¬ 
ally  does  not  entail  substantial  additional  public  expenditures.  Private  com¬ 
pliance  costs  are  not  measured.  Nor  is  the  individual’s  lost  satisfaction  be¬ 
cause  of  a  narrowing  of  his  or  her  choices.  But  measured  or  not,  such  costs 
of  regulation  are  real  nevertheless  —  as  are  the  inefficiencies  that  regulations 
often  induce.  These  costs  are  rarely  taken  explicitly  into  account  in  the 
formulation  of  public  policy.13 

In  Canada  the  growth  in  the  regulatory  activities  of  governments  in  areas 
that  were  usually  considered  the  exclusive  domain  of  the  private  sector  has 
been  massive.  The  Anti-Inflation  Board  is  the  most  recent  major  example. 
However,  unlike  the  growth  of  tax  revenues,  public  expenditures  and  govern¬ 
ment  borrowing  there  is  no  straightforward  way  to  assess  the  growth  or 
impact  of  government  regulations.14 

Let  us  consider  briefly  some  of  the  reasons  for  this  apparent  but  unmea- 
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sured  growth  in  government  regulation.  Our  list  of  factors  can  only  be  partial 
and  impressionistic. 

Although  the  tide  seems  to  have  receded  to  some  extent,  until  recently 
there  was  a  commonly  held  view  that  governments  could  ameliorate,  if  not 
cure,  most  of  our  ills. 

For  a  variety  of  reasons,  some  of  which  are  quite  complex,  the  free 
market  sometimes  fails  to  provide  the  goods  and  services  individuals  want  at 
the  lowest  possible  cost  to  society.  Ever  declining  average  costs  with  in¬ 
creased  scale  of  production  can  lead  to  monopolies  when  prices  are  allowed 
to  rise  inordinately.  There  are  spillover  effects  that  the  businessman  ignores: 
for  example,  too  much  pollution  because  it  costs  him  nothing;  too  little 
research  because  he  may  not  be  able  to  capture  the  benefits  to  society  in  his 
profits.  Under  these  and  similar  situations  of  market  failure,  government 
intervention  may  undoubtedly  be  warranted. 

One  of  the  most  pernicious  causes  of  market  failure  is  buyer  ignorance. 
Such  ignorance  arises  mainly  because  information  about  the  comparative 
qualities  and  prices  of  goods  and  services  is  costly  to  obtain  —  costly  in  terms 
of  time,  energy  and  money.  Much  government  regulation  has  been  justified 
in  terms  of  protecting  the  uninformed  buyer. 

All  of  the  foregoing  reasons  for  government  intervention  are  to  a  degree 
persuasive.  However,  most  of  the  regulations  put  on  the  statute  books,  and 
enforced  with  the  expressed  purpose  of  resolving  this  problem,  affect  the 
incomes  of  different  groups  in  relation  to  one  another. 

Many  regulations  that  purport  to  protect  an  uninformed  public  from 
foolish  mistakes  because  of  its  imperfect  knowledge  about  alternative  goods 
and  services  have  the  effect  of  protecting  those  who  are  being  regulated. 
While  buyers  gain  from  some  quality  control,  sellers  gain  more  income  by 
being  able  to  restrict  the  quantity  of  the  goods  and  services  offered  on  the 
market. 

The  desire  for  regulation  is  extensive  because  a  decision  to  regulate  is 
usually  a  decision  to  reduce  competition  in  order  to  achieve  some  other  goal. 
Each  regulated  industry  has  to  be  examined  on  a  case  by  case  basis.  For 
example,  the  Ontario  Securities  Commission  recently  decided  to  maintain  a 
system  of  fixed  minimum  commission  rates  for  the  industry  rather  than 
allow  price  competition,  although  the  members  of  the  industry  were  not 
unanimous.15  The  argument  was  advanced  that  price  competition  would 
result  in  the  concentration  of  market  power  in  the  hands  of  a  few  firms. 
Another  argument  was  that  a  few  financial  intermediaries,  such  as  life 
insurance  companies  and  pension  funds  (who  are  the  major  customers  of 
stock  brokers),  would  force  down  the  commissions  of  brokers.  It  was  further 
argued  that  the  market  for  equities  requires  a  large  number  of  participants  to 
provide  liquidity  and  this  would  be  endangered  by  increased  price  competi¬ 
tion  among  brokers. 
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It  can  be  seen  that  the  decisions  of  regulators  are  not  easy  to  reach  and 
require  substantial  documentation  and  support  to  be  credible.  In  deciding  to 
allow  fixed  rather  than  negotiable  commission  rates  for  the  members  of  the 
Toronto  Stock  Exchange,  the  Ontario  Securities  Commission  stated  its  con¬ 
cept  of  the  economic  requirements  for  not  allowing  price  competition.  These 
were, 

if  one  is  satisfied  that  the  industry  is  a  necessary  one,  that  its  survival 
is  essential,  that  the  fixed  rates  are  not  a  protective  tariff,  that  the 
industry  is  subject  to  effective  competition  and  that  the  rate  struc¬ 
ture  does  not  give  the  industry  or  any  segment  of  it  what  is  perceived 
to  be  unreasonable  profits,  it  can  be  concluded  that  fixed  commis¬ 
sion  rate  structures  per  se  are  not  against  the  public  interest.16 
This  Council  has  not  attempted  to  assess  the  validity  of  these  arguments. 
Whatever  view  one  takes,  the  decision  means  that  effective  price  competition 
has  been  ruled  out.  Competition  will  not  be  eliminated  of  course.  But  it  will 
continue  to  take  the  form  of  stock  market  research,  and  so  forth.  Who  gains 
and  who  loses?  With  price  competition  the  consumer  of  these  services  can 
choose  and  purchase  what  he  desires.  With  non-price  competition  the  supplier 
of  services  chooses  the  mix. 

Governments  often  appear  to  have  the  reduction  of  uncertainty  as  one  of 
their  principal  objectives  in  introducing  regulations.  For  example,  regulating 
the  access  of  taxi  cabs  to  airports  is  sometimes  rationalized  as  an  attempt  to 
ensure  that  passengers  will  be  served  when  the  weather  is  bad.  Similarly, 
physicians  are  licensed  because  shopping  around  among  physicians  of  un¬ 
known  quality  could  be  costly  to  health  and  might  result  in  uninsurable  risks 
to  patients.  Granting  exclusive  rights  for  the  transportation  of  people  or 
freight  over  particular  routes  is  often  done  to  ensure  that  smaller  communi¬ 
ties  will  receive  adequate  services.  But  the  reduction  of  uncertainty  by  regu¬ 
lation  is  not  without  costs.  The  net  worth  of  some  cab  owners  is  probably 
raised;  the  fees  of  physicians  are  probably  higher;  and  the  profits  of  the 
owners  of  exclusive  transport  licences  are  probably  greater. 

Looked  upon  in  this  way,  there  are  a  number  of  difficult  questions  about 
any  regulation  that  should  be  asked:  How  will  the  regulation  change  the 
incentives  of  those  being  regulated?  What  is  the  total  cost  and  who  will  bear 
it?  How  much  will  those  being  regulated  gain? 

It  has  been  argued  that  a  previous  generation  of  economists  bequeathed 
to  the  current  generation  of  lawyers  and  policy  makers  the  “public  interest 
theory”  of  regulation:  the  proposition  that  the  government  must  correct  or 
compensate  for  market  failures  and  inefficiencies  but  that  the  deleterious 
effects  of  regulation  were  largely  ignored.17  The  concept  of  the  “public 
interest”  is,  to  say  the  least,  ambiguous.  There  is  not  a  homogeneous  group 
—  “the  public”.  “The  public”  consists  of  a  multitude  of  diverse  groups  with 
diverse  interests  and  with  different  powers  to  influence  legislation. 
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Consider  agricultural  marketing  boards.  It  is  usually  argued  that  they  are 
created  for  the  purpose  of  stabilizing  agricultural  prices.  Whether  they 
accomplish  that  purpose  is  a  moot  point.  What  can  hardly  be  questioned  is 
the  proposition  that  in  some  cases  at  least  they  raise  agricultural  prices 
relative  to  what  they  otherwise  would  be  and  thereby  raise  the  incomes  of 
some  farmers  relative  to  what  they  otherwise  would  be.  Perhaps  the  incomes 
of  farmers  should  be  higher  than  they  would  be  under  a  free  market  system. 
But  the  barriers  to  production  imposed  by  some  marketing  boards  on  the 
largest  and  usually  most  efficient  producers  raise  consumer  food  prices.  The 
question  is,  of  course,  whether  or  not  we  could  find  a  way  to  help  small 
and/or  inefficient  farmers  —  if  that  is  the  desire  of  the  majority  —  by  some 
other  means  that  would  not  result  in  the  same  misuse  of  our  resources. 

Delineating  the  respective  jurisdictions  of  the  professions  poses  similar 
problems.  Dentists,  denturists,  lawyers,  engineers,  architects  and  others  each 
try  to  protect  their  market  from  competing  professionals  or  semi-profes¬ 
sionals.  For  instance,  recently  the  Ontario  courts  have  been  ruling  on  the 
jurisdictions  of  architects  vis-a-vis  engineers.  The  courts  apparently  were  hesi¬ 
tant  to  restrict  the  activities  of  engineers  under  the  Engineer’s  Act.  It  is  the 
Council’s  view  that  erecting  impediments  to  competition  among  professional 
groups  through  regulations,  in  the  name  of  ensuring  higher  quality  service,  is 
fraught  with  serious  dangers  that  are  seldom  taken  into  account.  Obviously  if 
higher  quality  of  service  could  be  obtained  at  no  extra  cost  it  would  be 
foolish  not  to  obtain  this  benefit.  But  usually  higher  costs  are  involved.  And 
they  frequently  seem  to  be  largely  ignored. 

It  cannot  be  denied  that  the  net  costs  and  benefits  of  regulations  are 
extremely  difficult  to  measure.  One  oft-ignored  point  is  that  the  extension 
of  the  role  of  governments  through  regulation  has  raised  the  overhead  (com¬ 
pliance)  costs  of  industry,  trade  unions  and  other  groups  in  either  protecting 
or  extending  their  interests.  These  costs  are  likely  to  be  substantial.  They  are 
ultimately  borne  by  the  consumer.  However,  monopolies,  pollution  and 
other  forms  of  market  failure  also  impose  costs  that  are  hidden  either  in 
higher  prices  or  in  a  deterioration  of  the  quality  of  life  or  in  a  socially 
unacceptable  distribution  of  income. 

The  reduction  of  uncertainty  by  regulation  is  one  side  of  the  coin  — 
clearly  a  benefit  for  most  of  those  directly  affected.  The  other  side  of  the 
coin  is  inflexibility  in  the  face  of  change:  an  inability  or  unwillingness  to 
adapt  to  new  circumstances.  World  prices  change;  new  technologies  and  new 
products  are  invented;  consumer  tastes  shift;  new  organizations  arise.  Fre¬ 
quently  regulations  delay  the  inevitable  adjustment  to  such  developments. 
But  by  doing  so  they  frequently  precipitate  a  crisis  that  is  more  painful  than 
the  gradual  adjustment  that  would  have  occurred  in  the  absence  of  the 
regulations. 

In  many  areas,  such  as  the  improvement  in  environmental  quality  and 
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consumer  protection,  government  regulation  is  undoubtedly  necessary.  But 
in  the  view  of  the  Council,  regulation  has  proceeded  too  far;  it  has  been 
extended  and  perpetuated  where  it  is  not  required,  and  has  often  had  the 
effect  of  serving  narrow  interests  even  though  nominally  adopted  in  the 
name  of  the  “public  interest”. 

What  corrective  policies  would  be  appropriate?  First,  it  is  important  to 
recognize  that,  unlike  government  expenditures  and  taxes,  which  are  re¬ 
viewed  in  budget  debates,  audits  and  legislative  committees,  regulations  and 
the  regulators  are  seldom  scrutinized.  Legislatures  rarely  look  back  at  the 
effects  of  their  past  regulatory  deeds.  The  reasons  for  this  oversight  are 
complex:  partly  it  is  because  regulatory  bodies  purport  to  have  a  substantial 
degree  of  independence;  partly  it  is  because  it  is  expedient  to  let  sleeping 
dogs  lie  (old  compromises  left  undisturbed!);  partly  it  is  because  the  assess¬ 
ment  of  the  effectiveness  of  regulations  (and  those  who  administer  them)  is 
so  complicated,  disputatious  and  time  consuming.  Nevertheless  the  Council 
believes  that  the  authority  granted  to  regulatory  bodies  should  only  be 
granted  for  specified  periods  of  time,  as  with  the  compulsory  decennial 
revision  of  the  Bank  Act.  This  should  not,  of  course,  prevent  governments 
from  exercising  their  responsibility  in  the  interim.  To  make  this  a  useful 
requirement  appropriate  studies  must  be  undertaken  to  give  the  legislature 
adequate  information  upon  which  to  assess  the  need  for  regulation,  the 
effects  of  regulation  and  the  behaviour  of  the  regulators. 

The  Council  is  also  of  the  view  that  where  the  objective  is  to  provide 
income  support  to  particular  groups,  direct  subsidies  are  usually  preferable 
to  regulations  that  frequently  create  perverse  incentives  and  make  it  more 
difficult  to  assess  the  costs  and  benefits. 

Greater  awareness  of  the  implications  of  regulatory  activities  of  govern¬ 
ments  is  needed.  While  they  do  not  have  any  great  significance  in  the  finan¬ 
cial  accounts  of  governments  they  have  a  crucial  economic  impact  and 
should  be  scrutinized  much  more  carefully  than  at  present  and  on  a  regular 
basis. 
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Productivity  and  Competitiveness 


The  longer  term  growth  rate  of  the  total  real  output  of  the  Canadian 
economy  has  not  been  unreasonably  low,  but  neither  has  it  been  exception¬ 
ally  high.  It  has  not  been  as  low  as  that  of  Britain,  for  instance,  or  as  high  as 
that  of  Japan.  However,  such  comparisons  ignore  the  fact  that  the  contribu¬ 
tions  of  different  factors  to  aggregate  real  growth  have  been  dissimilar  across 
countries.  In  Canada,  our  performance  has  been  attributable  more  to  the 
rapid  growth  in  the  labour  force  than  to  the  growth  of  productivity  per 
worker.  During  the  1960’s  less  than  half  of  our  total  growth  rate  of  output 
could  be  attributed  to  the  growth  of  output  per  person  employed,  a  com¬ 
monly  accepted  measure  of  productivity  change.  Our  productivity  growth 
rate  in  the  1960’s  was  lower  than  in  most  European  countries  and  Japan  but 
higher  than  in  the  United  States.  (See  Appendix  Tables  for  cross-country 
comparisons  of  productivity  growth  and  unit  labour  costs.) 

Most  of  the  public  discussion  about  productivity  relates  to  changes  in 
output  per  employed  person,  or  per  man-hour.  This  is  because  it  is  the 
changes  that  are  relevant  for  many  purposes,  such  as  comparing  changes  in 
unit  labour  costs  and  international  competitiveness.  Measuring  changes  can 
be  done  more  conveniently  and  with  greater  precision  than  can  the  calcula¬ 
tion  of  differences  in  absolute  measures  of  productivity.  Although  Canada 
has  gained  relative  to  the  United  States  in  terms  of  annual  changes  in  produc¬ 
tivity  since  1960,  output  per  worker  remains  higher  in  the  United  States. 

Currently  there  is  widespread  concern  about  the  declining  competitive¬ 
ness  of  the  Canadian  economy  because  of  three  factors.  The  first  is  the 
slowdown  of  Canadian  productivity  growth  in  late  1973  which  continued 
during  the  subsequent  recession.  The  second  factor  is  the  higher  rate  of 
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increase  in  negotiated  wage  settlements  in  Canada  than  in  the  United  States 
which  emerged  particularly  in  1973  and  continued  through  1976.  A  cyclical 
element  is  apparent  in  this  development  which  is  related  to  the  differences 
between  the  timing  and  extent  of  the  recessions  and  recoveries  in  the  two 
countries.  A  third  element  was  a  strong  Canadian  dollar  caused,  to  a  large 
extent,  by  heavy  foreign  borrowing  by  Canadians  in  general  and  provincial 
governments  in  particular. 

The  slow  growth  rate  of  productivity,  especially  in  the  manufacturing 
sector,  has  become  a  serious  policy  problem.  It  affects  many  aspects  of 
Canadian  economic  life  including  the  rates  of  inflation  and  unemployment, 
and  of  course  our  international  competitiveness.  The  Treasurer  of  Ontario 
recently  stated:  .  .long-term  prosperity  in  this  country  will  depend  on  the 
ability  of  the  private  sector  to  come  to  grips  with  the  serious  deterioration  in 
Canada’s  international  competitiveness.  .  .”19  Concerns  such  as  this  have 
been  expressed  by  industry  spokesmen  too.  They  have  frequently  pointed  to 
high  wage  settlements  as  the  most  serious  threat  to  Canadian  competitive¬ 
ness.  While  there  is  truth  in  such  assertions,  this  single  factor  does  not,  in  and 
of  itself,  adequately  explain  either  changing  Canadian  trading  patterns  or  our 
relatively  poor  productivity  performance. 

Consider  some  statistics.  Variations  in  unit  labour  costs  are  usually  con¬ 
sidered  a  good  indicator  of  a  country’s  ability  to  compete  in  world  markets 
for  manufactured  goods.  However,  if  Canada’s  performance  in  terms  of  pro¬ 
ductivity  and  unit  labour  costs  in  manufacturing  is  compared  with  that  of 
the  United  States,  Canada  had  consistently  higher  productivity  growth  and 
lower  unit  labour  costs  until  1974.  In  the  period  from  1969  to  1974  Cana¬ 
dian  productivity  growth  slowed  significantly  at  a  time  when  the  Canadian 
exchange  rate  was  appreciating  relative  to  the  U.S.  currency.  This  hurt  our 
international  competitive  position  vis-a-vis  the  United  States. 

Recent  United  States  Department  of  Labour  statistics  show  that  over  the 
period  1967  to  1975  output  per  man-hour  increased  faster  in  Canada  than  in 
the  United  States,  hourly  compensation  in  Canada  also  increased  faster,  and 
the  value  of  the  Canadian  dollar  rose  relative  to  that  of  the  U.S.  dollar.  The 
net  effect  was  an  increase  of  2  percent  in  Canadian  unit  labour  costs  relative 
to  the  United  States  when  measured  in  United  States  dollars  as  the  common 
denominator.  (See  Appendix  Table  A3).  For  the  1972  to  1975  period,  Cana¬ 
dian  unit  labour  costs  actually  declined  slightly  compared  to  the  United 
States.  Unit  labour  costs  in  Canada  in  1976  increased  much  faster  than  those 
in  the  United  States.  (The  1976  statistics  are  estimates  and  are  subject  to 
revision.)  The  depreciation  of  the  Canadian  exchange  rate  by  almost  10 
percent  since  December  1976  has  improved  our  competitive  position  in  re¬ 
cent  months. 

Despite  fears  that  Canadian  goods  were  being  priced  out  of  world  mar¬ 
kets,  1975  turned  out  to  be  a  better  year  for  manufactured  exports  than  for 
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any  other  trade  sector.  They  rose  by  12.2  percent  while  the  value  of  all 
exports  increased  by  2  percent.  However,  imports  of  end  products  rose  by  a 
much  greater  amount:  the  deficit  in  manufactured  products  (more  specifi¬ 
cally  ‘end  products,  inedible’)  in  the  five  years  ending  in  1975  tripled  to 
$10.2  billion.  This  trend  is  worrisome  and  is  behind  much  of  the  concern 
about  competitiveness  and  productivity. 

Two  further  points  are  worth  noting.  First,  the  major  increase  in  the 
manufactured  products  deficit  occurred  in  the  1970-1974  period  (from  $3.1 
to  $9.1  billion).  Secondly,  one-half  of  the  deficit  was  in  machinery,  other 
equipment  and  tools,  a  sector  where  Canada  has  been  weak  historically.  The 
long  periods  when  the  wage  gap  was  30  percent  in  Canada’s  favour  evidently 
did  not  cause  this  sector  to  develop  much  strength. 

Several  features  of  the  Ontario  and  Canadian  economies  may  explain 
some  of  our  relatively  poor  productivity  performance  in  recent  years.  One 
important  short  run  factor  is  that  increases  in  output  per  man-hour  tend  to 
lag  as  the  economy  falls  below  high  levels  of  capacity  utilization.  Current 
rates  of  utilization  are  running  at  less  than  85  percent  of  capacity. 

Other  factors  are  more  important  from  a  long  run  point  of  view.  The 
lack  of  a  large  and  sophisticated  machinery  and  equipment  sector  has  already 
been  mentioned.  Related  to  this  factor  is  our  performance  in  research  and 
development.  The  Council  discussed  this  factor  in  National  Independence  — 
Issues  and  Alternatives.  One  reason  often  advanced  for  Canada’s  poor  R  &  D 
performance  is  that  the  Canadian  market  is  not  big  enough  to  support  many 
areas  of  research  nor  competitive  enough  to  encourage  the  rapid  diffusion 
and  application  of  newly-developed  technical  knowledge. 

This  points  towards  one  of  the  most  important  impediments  to  produc¬ 
tivity  growth  in  Canada  —  the  small  size  of  the  market  and  our  consequent 
inability  to  reap  the  gains  from  economies  of  large  scale  production  and 
specialization  in  many  of  our  manufacturing  industries.  In  some  extreme 
cases,  the  domestic  market  is  not  large  enough  to  support  even  one  plant  of 
minimum  optimal  size.  In  many  other  product  lines,  the  number  of  plants  of 
minimum  efficient  size  consistent  with  domestic  consumption,  is  small.  This 
implies  that  economies  of  scale  cannot  be  fully  realized.  In  addition,  the 
typical  manufacturing  plant  in  Canada  produces  a  much  broader  range  of 
products  than  a  similar  U.S.  plant.  Given  the  limited  size  of  the  domestic 
market,  most  production  runs  therefore  are  short  which  means  that  unit 
costs  are  high  and  productivity  performance  low. 

It  is  generally  recognized  that  our  present  industrial  structure  has  been 
greatly  affected  by  high  trade  barriers  in  Canada  and  elsewhere  which  have 
limited  our  access  to  foreign  markets,  have  insulated  the  domestic  market 
from  competitive  forces  and  have  contributed  to  the  high  levels  of  foreign 
ownership  and  control  that  characterize  much  of  Canadian  industry.  As 
argued  by  the  Economic  Council  of  Canada  recently  as  well  as  by  this 
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Council,  a  reduction  of  trade  barriers  here  and  abroad  would  permit  a  ration¬ 
alization  of  Canadian  industry  in  which  economies  of  scale  could  be  much 
more  fully  realized  than  at  present.  Opponents  to  this  view  argue  that  the 
costs  of  adjustment  would  be  substantial  and  protracted  and  that  foreign 
firms  are  in  a  better  position  to  rationalize  production  than  Canadian  firms. 
In  any  case,  a  main  point  which  should  be  emphasized  is  that  the  problem  of 
low  productivity  growth  is,  to  a  large  degree,  rooted  in  the  basic  structure  of 
Canadian  industry.  Only  significant  measures  will  be  sufficient  to  effect 
noticeable  improvements. 

Although  the  costs  of  the  tariff  to  Canadians  generally  have  been  heavily 
documented,  it  is  widely  believed  that  Ontario  has  been  the  main  benefi¬ 
ciary.  A  recent  study  conducted  for  the  Council,  as  well  as  studies  under¬ 
taken  for  the  Economic  Council  of  Canada  cast  considerable  doubt  on  this 
view.20  According  to  this  evidence  the  level  of  processing  and  manufacturing 
in  Ontario  is  below  the  level  that  would  be  possible  with  free  or  freer  trade, 
partly  because  the  tariff  has  raised  the  cost  of  end-product  processing,  rela¬ 
tive  to  the  earlier  stages  in  the  production  process.  No  doubt  there  are  a 
number  of  Ontario  industries  where  the  tariff  has  protected  some  products 
competing  with  imports  and  hence  raised  output  in  Ontario.  But  this  often 
has  been  associated  with  reduced  output  and  employment  in  some  export 
industries.  The  result  is  that  higher  consumer  costs  probably  eliminate  the 
apparent  gain  to  the  average  Ontario  resident  even  in  these  cases. 

A  final  word  on  measurement  and  conceptual  problems  is  necessary. 
Much  of  the  discussion  regarding  productivity  has  been  based  upon  aggregate 
data.  The  usefulness  of  such  figures,  especially  when  they  lead  to  sweeping 
policy  recommendations,  is  open  to  question.  These  data  probably  mask 
important  attributes  of  specific  industries.  We  have  virtually  no  productivity 
information  on  an  industry-by-industry  basis.21  Moreover  the  axiomatic 
“input-equals-output”  treatment  of  productivity  growth  in  the  large  public 
sector  casts  further  doubt  on  the  usefulness  of  data  which  include  the  public 
sector. 


Energy  and  Ontario 

The  oil  producing  countries  of  the  Arabian  Gulf,  effective  October  16, 
1973,  increased  the  posted  price  of  crude  oil  by  70  percent,  raising  import 
prices  c.i.f.  by  about  50  percent  in  the  industralized  countries.  Concerted 
action  by  oil  producing  states  to  increase  oil  prices  had  begun  several  years 
earlier  and  a  number  of  oil  price  rises  have  followed  since  1973.  While  the 
causes  of  the  problem  were  geographically  remote,  the  effects  on  Canada 
have  been  large. 
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Petroleum  prices  in  Canada  have  not  risen  as  quickly  as  those  in  most 
other  oil  importing  countries.  Nonetheless  they  continue  to  outpace  the  rise 
in  prices  generally,  and  are  expected  to  continue  to  do  so  until  at  least  the 
1980s.  From  November  1973  to  December  1976  wholesale  prices  of  oil 
increased  at  a  rate  of  almost  20  percent  per  year,  compared  with  an  annual 
consumer  price  increase  of  about  9  percent.  Because  Canadian  prices  may  be 
expected  gradually  to  rise  towards  world  levels,  these  prices  will  still  be  rising 
in  Canada  after  they  begin  to  stabilize  elsewhere. 

The  effect  on  Ontario  is  far  from  obvious.  Consumers  pay  more  for  a 
wide  range  of  goods  so  that  their  real  income  would  have  been  higher  if  oil 
prices  had  not  risen  as  quickly.  To  the  extent  that  pipelines  will  have  to  be 
built  as  well  as  ‘equipment  and  supplies’  manufactured  for  exploration, 
petroleum  development,  and  the  substitution  of  alternative  energy  sources, 
there  will  be,  according  to  our  high-energy  price  scenario,  a  stimulative  effect 
spread  over  the  years  ahead  and  beginning  to  decline  around  1984.  This  will 
have  a  positive  effect  on  selected  industries  in  Ontario.  On  the  other  hand, 
Ontario  manufacturing  industries  require  large  volumes  of  increasingly 
expensive  hydrocarbons  both  as  raw  materials  and  as  fuels.  This  raises  costs 
and  may  erode  their  relative  cost  position. 

The  exchange  rate  is  another  important  factor.  In  the  short  run,  foreign 
borrowing  for  energy-related  investments  will  put  upward  pressure  on  the 
exchange  rate.  In  the  long  run,  as  these  investments  are  put  in  place  and  as 
the  current  account  balance  on  energy  becomes  unfavourable,  downward 
pressure  on  the  exchange  rate  will  develop.  The  degree  and  timing  of  these 
pressures  on  the  exchange  rate  will  depend,  in  part,  on  energy  pricing  poli¬ 
cies. 

Petroleum,  gas  and  coal  are  important  not  only  because  they  are  indus¬ 
trial  raw  materials  and  fuels  but  because  their  use  as  intermediate,  rather 
than  final  products,  is  so  widespread.  While  the  petroleum  component  of  any 
given  firm  or  industry  is  likely  to  be  small,  the  consumption  of  petroleum  is 
accumulated  at  each  of  the  successive  steps  in  the  production  process.  For 
any  industry  in  Ontario  the  effect  of  energy  price  increases  will  depend  as 
much  or  more  on  the  higher-energy-price  induced  increases  in  prices  of  other 
goods  and  services  consumed  by  a  firm  as  on  the  direct,  easily  measured, 
share  of  fuel  or  petroleum  in  its  costs. 

A  recent  study  by  James  Melvin  found  that  if  the  price  of  petroleum 
increased  uniformly  across  Canada,  output  and  employment  would  be 
increased  in  Ontario  relative  to  the  rest  of  Canada,22  assuming  the  disposi¬ 
tion  of  the  tax  revenue  generated  by  higher  world  oil  prices  is  ignored.  In 
the  study  Ontario  would  fare  better  than  the  rest  of  Canada  but  not  as  well 
as  our  U.S.  competitors.  No  attempt  was  made  to  balance  these  factors  in 
the  study.  Recent  data  suggest  that  the  merchandise  trade  deficit  may  have 
been  adversely  affected  by  the  oil  price  rise,  thereby  undermining  any  rela- 
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tive  advantage  in  manufacturing  that  Ontario  might  have  had.23 

The  effect  of  rising  petroleum  prices  on  other  prices  varies  considerably 
from  industry  to  industry,  for  the  reasons  mentioned  above.  The  total  ef¬ 
fects  are  greatest  for  agriculture,  forestry,  some  food  products  -and  for  the 
plastics  and  chemical  industries.  The  manufacturing  industry  as  a  whole  is 
less  badly  affected. 

What  is  relevant  is  the  performance  of  Ontario  industry  vis-a-vis  the  rest 
of  Canada  and  the  United  States.  With  respect  to  the  rest  of  Canada,  it 
appears  that  Ontario  will  not  be  greatly  affected  but  will  be  at  a  disadvantage 
in  agriculture  and  agricultural  products.  But  these  are  products  that  have  not 
bulked  large  in  provincial  exports  in  any  event.  In  all  but  a  few  industries, 
the  effect  of  an  identical  petroleum  price  increase  on  industrial  prices  has, 
and  will  continue  to  have  a  smaller  effect  on  United  States  than  on  Ontario 
industries.24 

A  study  by  the  Ontario  Treasury  suggests  similar  concerns.  Direct  energy 
costs  for  many  industries  are  higher  in  Ontario  than  in  the  United  States. 
The  relatively  high  price  of  the  Canadian  dollar  (in  1976),  relatively  higher 
wage  costs  and  relatively  lower  productivity  than  in  the  U.S.,  have  all  served 
to  reinforce  the  impact  of  energy  price  changes  on  the  competitiveness  of 
Ontario  producers.  Higher  petroleum  prices  in  Ontario  have  meant  a  larger 
unemployment  rate  in  some  sectors  of  the  province  and  a  higher  unemploy¬ 
ment  rate  relative  to  other  provinces  than  has  traditionally  prevailed. 

The  indirect  effects  of  energy  policy  on  Ontario’s  economy  via  its  impact 
on  the  exchange  rate  is  another  important  consideration  which  has  already 
been  referred  to.  Depending  upon  the  nature  of  our  policies,  the  upward 
exchange  rate  pressure  may  be  greater  the  more  local  energy  prices  are  below 
international  levels,  given  the  impact  of  such  an  energy  policy  on  domestic 
cash  flows  for  investment  and  on  local  energy  demand.  Such  upward  pres¬ 
sure  on  the  exchange  rate  will  place  Ontario  producers  and  workers  under 
increased  competitive  pressure,  particularly  in  the  secondary  manufacturing 
sector.  Indeed,  it  is  entirely  possible  that  any  short-run  gain  obtained  by 
holding  energy  prices  down  is  more  than  offset  via  the  adverse  repercussions 
of  this  policy  through  the  exchange  rate. 


The  Future  Industrial  Structure 

From  1977  to  1982,  it  is  expected  that  the  growth  rate  of  the  Ontario 
economy  will  rise  compared  with  1975-76  as  energy  investment  expands. 
Nontheless,  compared  with  late  1960s,  the  growth  rate  probably  will  be 
less  rapid  because  of  the  reduction  in  labour  force  growth  and  other  factors. 
Economic  policy  is  more  likely  to  be  on  the  side  of  restraint  rather  than 


47 


t 


expansion  because  of  fears  of  rekindling  inflation  by  stimulating  the  eco¬ 
nomy. 

It  is  projected  that  the  construction  industry  will  have  the  largest  in¬ 
crease  in  output  from  1977  to  1982,  followed  by  the  service  industry.26 
Manufacturing  and  the  goods  producing  industries  generally  are  projected  to 
improve  their  output  growth  marginally  while  the  resource  industries  are 
shown  as  growing  at  about  the  same  annual  rate  as  in  1975-1977.  Employ¬ 
ment  is  unlikely  to  grow  as  quickly  as  output  in  any  of  these  industries.  An 
exception  is  the  government  sector  where  employment  growth  may  outpace 
output  (although  this  is  at  least  in  part  the  result  of  the  way  in  which  output 
in  the  public  sector  is  measured).  It  appears  that  the  largest  gain  in  employ¬ 
ment  will  be  in  the  service  sector. 

During  the  period  from  1982  to  1987  the  energy  investment  boom  will 
have  peaked  and  growth  rates,  as  projected,  will  be  lower  than  those  in  the 
earlier  period  except  for  the  government  sector.  If  productivity  growth  con¬ 
tinues  at  past  rates  during  this  period,  employment  in  manufacturing  will 
probably  decline. 

The  structure  of  Ontario’s  industry  will  change  because  of  these  differen¬ 
tial  growth  rates.  The  goods-producing  industry  is  expected  to  decline  as  a 
share  in  total  output  from  44  percent  in  1975  to  40  percent  in  1987  while 
the  service  industries  will  rise  by  this  difference  to  60  percent.  Most  of  this 
gain  will  occur  within  the  commercial  service  sector. 

It  is  beyond  the  scope  of  this  paper  to  explore  the  implications  of  a 
continuing  rise  in  the  service  sector.27  However,  productivity  growth  seems 
to  have  generally  lagged  in  this  sector  (partly  because  it  is  labour  intensive 
and  affords  less  opportunity  for  the  substitution  of  capital;  partly  because  of 
the  way  productivity  is  measured  in  this  sector).  If  the  service  sector  is  going 
to  increase  its  share  of  the  Canadian  economy  aggregate  productivity  perfor¬ 
mance  will  likely  slip  as  a  consequence.  Since  wage  rates  tend  to  be  equalized 
for  similar  tasks  and  workers  across  industries,  wage  costs  will  rise  about  as 
quickly  in  the  service  sector,  putting  up  these  prices  relative  to  those  for 
manufactured  goods  (because  productivity  growth  is  less  in  the  service  sec¬ 
tor).  This  development  may  perhaps  be  more  disquieting  in  Canada  than  it 
would  be  in  some  other  industrialized  countries  because  Canada  will  have 
become  an  economy  with  a  large  service  sector  without  going  through  an 
intermediate  phase  of  first  developing  a  large  indigenous  secondary  manufac¬ 
turing  sector. 


Final  Comments 

Canada  has  maintained  one  of  the  higher  tariff  walls  in  the  industrialized 
world.  This  has  not  served  to  provide  an  internationally  competitive  secon- 
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dary  manufacturing  industry.  Just  the  opposite  has  occurred.  Recently  quota 
protection  has  been  extended  to  the  clothing  industry;  and  others,  such  as 
footwear,  are  demanding  protection  in  the  same  fashion.  The  benefits  of 
larger  scale  and  specialization  are  fundamental  to  a  well-functioning  market 
system.  Ultimately  benefits  are  bestowed  on  both  consumers  and  producers, 
although  a  painful  transitional  period  is  often  required. 

Canadian  trade  policy  has  been  antithetical  to  the  realization  of  these 
potential  benefits  largely  because  of  short-term  concerns  about  increasing 
employment  and  assisting  particular  interest  groups.  Australia,  whose  tariffs 
used  to  be  about  as  high  as  Canada’s,  has  reduced  tariffs  consistently  in 
recent  years  in  an  attempt  to  encourage  competition  and  in  order  to  fight 
inflation.  This  said,  one  must  also  recognize  the  importance  of  the  adjust¬ 
ment  problem  which  would  arise  in  adapting  to  lower  tariffs  and  larger  scale 
production. 

The  future  of  the  OPEC  cartel  is  central  to  the  economic  outlook  in  the 
mid-1980s.  Few  cartels  have  survived  for  long  because  of  the  divergent  inter¬ 
ests  of  their  members,  because  cheating  on  a  cartel  is  always  tempting  and 
because  alternative  supplies  become  available.  Recent  forecasts  have  sug¬ 
gested  that  it  is  not  in  the  interest  of  OPEC  to  sustain  price  increases  for 
petroleum  greater  than  the  rate  of  world  inflation.  Conceivably  the  cartel 
might  lose  its  cohesion  and  world  oil  prices  could  fall  in  real  terms.  In  either 
event,  the  oil  shocks  of  recent  years  are  unlikely  to  be  repeated  or  sustained 
(barring  middle-east  warfare)  even  though  attempts  will  no  doubt  be  made 
by  some  members  of  OPEC  to  continue  to  increase  their  revenues. 

To  recapitulate,  with  respect  to  productivity  and  competitiveness,  our 
current  economic  difficulties  are  partly  a  product  of  the  differences  between 
the  timing  and  strength  of  business  fluctuations  in  Canada  and  the  United 
States  and  partly  the  result  of  longer-term  structural  problems  of  the  Cana¬ 
dian  economy.  In  the  short  run  they  have  been  complicated  by  a  high  value 
(until  recently)  for  the  Canadian  dollar  which,  since  it  was  heavily  influenced 
by  capital  inflows,  did  not  adequately  reflect  the  deterioration  in  our  com¬ 
petitive  position.  In  the  short  run  this  situation  may  be  improved  by  a 
continued  deceleration  of  wage  and  salary  increases,  by  an  increase  in  output 
per  employee  as  the  economy  expands  and  by  a  depreciation  of  the  ex¬ 
change  rate.  In  considering  longer  term  issues  it  would  be  wrong,  however,  to 
ignore  the  structural  issues  which  beset  our  economy. 


8 

Managing  the  Economy 


The  management  of  the  economy,  in  the  sense  of  seeking  to  achieve  full 
employment,  price  stability  and  adequate  growth  can  hardly  be  ignored  in  a 
policy  paper  concerned  with  Ontario’s  future.  Longer  run  economic  prob¬ 
lems  such  as  lagging  productivity  performance  and  regionally-divisive  tariff 
and  transportation  questions  have  a  long  history  in  this  country.  But  these 
longer  run  issues  have  often  taken  a  back  seat  to  the  short  term  problems  of 
achieving  reasonable  price  stability  and  full  employment. 

Let  us  consider  two  general  types  of  stabilization  policies:  automatic  and 
discretionary.  Automatic  stabilizers  do  not  require  changes  in  legislation. 
They  increase  spending  and  reduce  the  tax-take  when  the  economy  weakens 
and  decrease  expenditures  and  increase  the  tax-take  when  it  strengthens. 
There  are  many  examples  of  automatic  stabilizers,  ranging  from  the  changing 
revenues  derived  from  the  progressive  income  tax  to  the  changing  net  bene¬ 
fits  provided  by  unemployment  insurance. 

Discretionary  policy  requires  a  recognition  by  ministers  and  officials  that 
problems  of  excessive  unemployment  and  inordinate  inflation  exist.  An  ur¬ 
gent  political  need  to  respond  is  felt.  Corrective  policies  must  be  formulated 
and  accepted  by  the  government  in  power  and  these  policies  must  be  imple¬ 
mented.  In  this  process  there  are  significant  lags.  Even  after  implementation 
(which  can  be  a  year  or  more  after  the  problem  is  recognized)  the  full  effects 
of  the  discretionary  policy  change  may  not  be  felt  until  after  a  year. 

Even  this  is  an  oversimplification.  There  is  always  uncertainty  as  to  the 
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extent  of  the  problem  in  its  early  phases.  At  the  time  of  writing,  there  is 
widespread  uncertainty  about  the  strength  of  the  business  recovery  following 
the  1975  recession.  In  1971  many  nations  faced  the  same  situation.  Many 
applied  stimulation,  thereby  over-heating  not  only  their  own  economies  but 
also  those  of  their  trading  partners. 

In  this  connection,  the  accuracy  and  timeliness  of  the  production  of 
economic  statistics  is  of  concern.  Canadian  statistics  appear  later  than  those 
in  some  other  countries  and  have  been  subject  to  sizeable  revisions.  Both 
factors  reduce  the  likelihood  that  discretionary  policies  will  be  as  effective  as 
they  could  be. 

Given  the  inevitable  lags  and  uncertainty,  not  to  mention  political  fac¬ 
tors,  there  is  every  reason  to  believe  that  stabilization  policies  can  be  destabi¬ 
lizing.  Even  though  the  case  had  been  made  earlier,  only  since  the  late  1 960s 
has  this  proposition  been  widely  accepted.28  In  1 965 ,  the  late  John  Deutsch, 
in  reviewing  economic  policy  since  the  war,  drew  as  one  of  three  lessons  that 
“the  maintenance  of  reasonable  stability  in  the  rate  of  economic  activity 
seems  to  depend  more  on  the  strong  automatic  stabilizers  which  now  have 
been  built  into  our  government  expenditure  and  revenue  system  than  on  the 
short  term  manipulation  of  the  monetary  and  financial  levers”.29 

Jean-Luc  Pepin  has  also  made  the  point  that  the  Anti-Inflation  Board 
would  probably  not  have  been  necessary  if  economic  policy  making  had 
been  better  in  earlier  years.30  Policy  failures  in  recession  were  the  root  cause 
of  inflation,  in  his  view,  and  policy  failures  during  inflation  have  led  to  the 
subsequent  occurrence  of  recession.  To  paraphrase,  Pepin  noted  that  the 
simple  but  nevertheless  important  lessons  to  be  learned  from  the  1970-76 
period  are  that  we  should  not  concentrate  all  our  attention  on  obtaining 
short  term  advantages  and  we  should  constantly  examine  the  overall  effects 
of  all  economic  policies.31 

But  is  economic  instability  all  that  bad?  Put  another  way,  what  would 
have  been  the  average  longer  term  performance  of  an  economy  that  was  less 
stable?  Intuitively,  there  is  one  good  reason  to  believe  that  attempting  to 
achieve  a  high  rate  of  growth  will  produce  more  instability.  One  of  the  few 
well  established  facts  about  inflation  is  that  it  starts  from  excess  demand. 
Consequently  the  closer  an  economy  is  run  to  the  upper  limit  of  its  potential 
output  the  greater  the  danger  that  the  rate  of  inflation  will  increase.  The 
subsequent  adoption  of  restrictive  policy  stances  therefore  becomes  more 
likely.  This  threshold  will  differ  from  country  to  country  and  from  time  to 
time. 

Empirically,  it  is  difficult  to  find  any  evidence  that  the  longer  term 
growth  rate  of  real  income  is  consistently  higher  for  countries  with  more 
cyclical  variations  (except  for  Japan).  Nor  does  it  appear  to  be  true  for 
Canada.  For  example,  countries  such  as  Britain  which  grew  at  an  average 
annual  rate  of  only  2.9  percent  from  1960  to  1970  had  more  short-term 
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economic  instability  than  countries  where  the  growth  rate  was  much  higher. 
In  Canada,  the  historical  growth  rate  may  have  been  marginally  higher  during 
periods  which  contained  sharp  fluctuations  but  the  differences  seem  to  have 
been  minimal. 

In  response  to  increasing  concern  about  economic  instability,  Canadian 
policy  makers  have  recently  undertaken  to  follow  certain  policy  rules.  Per¬ 
haps  the  most  important  is  the  decision  of  the  Governor  of  the  Bank  of 
Canada  to  pursue  a  target  range  for  the  growth  of  the  money  supply.  This 
was  announced  late  in  1975.  The  Prime  Minister  has  stated  another:  the  rate 
of  growth  of  government  expenditures  is  restrained  to  no  more  than  the  rate 
of  increase  in  GNP.  Furthermore,  the  Prime  Minister  has  also  stated  that  his 
expectation  continues  to  be  that  federal  spending  as  a  share  of  GNP  will 
decline  over  the  next  few  years.  In  the  Council’s  view,  there  is  considerable 
merit  in  these  guidelines  and  in  spelling  them  out  publicly. 

On  the  broader  issues  of  economic  management  the  Council  wishes  to 
add  its  voice  to  two  widely  held  views.  First,  economic  policies  should  be 
directed  less  towards  fine  tuning  and  more  towards  achieving  medium  term 
goals.  Second,  and  more  specifically,  monetary  targets  and  other  instruments 
of  policy  under  government  control  should  be  related  to  the  longer  term 
potential  of  the  economy  and  should  be  stated  well  in  advance  so  that  their 
implications  may  be  objectively  assessed  by  knowledgeable  members  of  the 
community  and  taken  into  account  by  decision  makers  throughout  the  eco¬ 
nomy. 


The  Policy  Mix 

Current  interest  in  monetary  policy  is  a  reflection  of  the  adoption  of  a 
floating  exchange  rate  under  which  fiscal  policy  loses  much  of  its  impact  in 
an  open  economy  because,  other  things  being  equal,  changes  in  interest  rates 
and  the  exchange  rate  tend  to  offset  fiscal  policy  moves.  In  recent  years  we 
have  seen  an  increased  reliance  on  monetary  policy  for  stabilization  pur¬ 
poses.  The  high  growth  rate  of  government  expenditures  has  left  less  room 
for  the  use  of  fiscal  policy  as  a  stabilization  tool  because  of  opposition  to  the 
continued  growth  in  government  spending  and  concern  over  the  public  sec¬ 
tor  deficit  and  its  financing.32 

If  fiscal  policy  is  to  be  a  flexible  policy  instrument  once  again,  the  rate 
of  growth  of  government  spending  needs  to  be  curtailed.  If  stimulation  is 
required  to  direct  the  economy  towards  medium  term  targets,  tax  cuts  rather 
than  expenditure  increases  seem  preferable  in  the  Council’s  view.  To  the 
extent  that  wage  negotiators  bargain  for  disposable  income  for  workers,  tax 
cuts  may  serve  to  reduce  demands  for  large  wage  increases  and  thereby 
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moderate  wage  inflation.  Tax  cuts  will  also  return  more  expenditure  deci¬ 
sions  to  private  hands. 

Employment 

Since  the  mid  1 960s  the  unemployment  rate  has  increased.  Although  the 
unemployment  rate  in  the  Province  of  Ontario  traditionally  has  been  lower 
than  the  Canadian  average,  it  has  been  increasing  relatively  in  recent  years. 
Projections  indicate  that  the  rate  of  unemployment  will  continue  to  be  high 
by  historical  standards.  At  times,  according  to  the  projections,  it  may  be 
near  8  percent  in  coming  years,  although  during  part  of  the  1980s  it  may 
decline  to  below  six  percent.  Forecasts  emanating  from  other  sources  seem 
to  agree  generally  that  measured  unemployment  will  not  be  substantially 
reduced  in  the  years  ahead. 

The  unemployment  rate  tends  to  be  a  widely  used  statistic  which  fre¬ 
quently  becomes  the  exclusive  focus  for  discussion.  But  it  means  different 
things  to  different  people.  Consequently,  it  may  be  worthwhile  to  point  out 
some  of  the  shortcomings  of  the  unemployment  rate  as  currently  measured. 
For  one  thing,  it  is  a  poor  indicator  of  the  cyclical  position  of  the  economy 
as  the  rate  “tends  to  lead  at  peaks  and  to  lag  at  troughs.”33  The  composition 
of  the  survey  upon  which  the  unemployment  rate  is  based  also  biases  it  in  an 
upward  direction.  The  Economic  Council  of  Canada  has  pointed  out  that  if 
teenagers,  old  people  and  those  who  have  permanent  employment  but  are 
temporarily  laid  off  were  excluded,  the  rate  would  decline  by  about  1.5 
percent.34 

The  measured  unemployment  rate  is  also  a  poor  indicator  of  hardship 
because  of  the  rising  number  of  multiple-earner  families  and  because  of  the 
generosity  of  income  security  programs.  The  Economic  Council  of  Canada 
has  reported  that  “in  two-thirds  of  the  families  with  one  or  more  persons 
unemployed  in  1974,  at  least  one  other  member  was  employed.”35  Further¬ 
more,  the  recorded  unemployment  rate  by  itself  gives  no  indication  of  the 
duration  of  unemployment. 

Critics  of  recent  policy,  including  those  close  to  where  decisions  are 
made,  have  noted  a  situation  that  is  a  common  theme  running  through  much 
of  our  economic  history:  policy  makers  seem  to  concentrate  on  only  one 
macroeconomic  issue  at  a  time.  The  Governor  of  the  Bank  of  Canada  noted 
in  1975:  “experience  has  shown  the  dangers  of  over-reacting  first  to  higher 
unemployment  when  it  has  become  the  problem  of  most  immediate  concern, 
and  then  to  rising  inflation  when  that  problem  in  turn  has  come  to  occupy 
centre  stage.”36  At  the  moment  we  have  both  unemployment  and  inflation 
and  much  of  the  public  debate  still  concerns  which  evil  should  be  tackled 
first. 
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Each  successive  cycle  seems  to  require  higher  doses  of  restrictiveness  to 
fight  inflation.  Each  cycle  has  started  from  a  higher  level  of  inflation.  Expec¬ 
tations  of  continuing  inflation  mean  that  nominal  economic  growth  is  more 
and  more  in  terms  of  prices  rather  than  output  as  attempts  are  made  to  cure 
inflation  by  short-term  doses  of  demand  management  policy. 

There  is  a  danger  that  a  piecemeal  approach  to  economic  management 
will  lead  to  economic  fluctuations  of  increasing  amplitude.  It  appears  that 
some  policy  makers,  such  as  the  Governor  of  the  Bank  of  Canada,  have 
accepted  this  proposition:  but  economic  principles  are  easily  forgotten  when 
the  political  process  demands  action.  This  is  particularly  so  because  the 
economics  of  politics  is  one  of  the  rare  instances  where  benefits  are  some¬ 
times  reaped  before  the  costs  are  incurred. 

Recommendation 

The  lessons  of  macroeconomic  management  since  1968  suggest  a  rejec¬ 
tion  of  the  notion  that  much  can  be  expected  from  fine-tuning  the  economy. 
Instead  the  policy  mix  needs  to  be  reassessed.  In  order  to  provide  the  stimu¬ 
lus  to  reduce  unemployment,  while  reducing  inflation  over  the  years  ahead, 
the  Council  believes  that  tax  reductions  should  be  implemented  by  govern¬ 
ments  at  the  same  time  as  the  growth  in  government  expenditures  is  cur¬ 
tailed.  This  will  allow  monetary  policy  to  continue  to  move  towards  restraint 
in  the  longer  run  and  reduce  the  constraints  on  the  flexible  use  of  fiscal 
policy.  Years  of  continuous  growth  in  government  spending  have  reduced 
the  room  for  manoeuvre  in  terms  of  spending  and  tax  changes  for  stabiliza¬ 
tion  purposes  as  well  as  restricting  the  scope  for  monetary  policy  because  of 
the  need  to  finance  government  cash  requirements. 

In  implementing  tax  reductions  consideration  should  be  given  to  various 
possibilities.  In  present  circumstances  the  Council  is  particularly  favourably 
disposed  to  reductions  in  personal  income  taxes  and  in  sales  and  excise  taxes. 

From  Ontario’s  point  of  view  this  strategy  would  have  a  number  of 
advantages.  It  would  reduce  both  interest  rates  and  the  exchange  rate  and 
thereby  strengthen  the  manufacturing  base  of  Ontario.  Employment  would 
be  generated  in  areas  that  the  Council,  feels  are  preferable  to  the  creation  of 
employment  by  recent  public  sector  ‘make  work’  programs  and  the  expan¬ 
sion  of  the  public  sector  itself. 

Corporate  tax  cuts  have  been  suggested  by  a  number  of  commentators 
for  several  reasons.  In  addition  to  stimulating  the  economy,  they  have  been 
proposed  to  increase  savings  to  provide  for  the  capital  needs  of  future  years. 
In  analyzing  the  case  for  corporate  tax  cuts,  both  the  financing  need  for  this 
redistribution  and  the  effects  of  tax  concessions  need  to  be  assessed.  The 
former  issues  were  discussed  earlier  in  the  section  on  financial  developments. 


54 


The  difficulty  with  the  use  of  corporate  tax  cuts  as  a  short-run  stimulant 
to  investment  is  that  the  linkages  seem  to  be  weak.  As  the  Council  noted  in 
National  Independence  —  Issues  and  Alternatives  (1976),  tax  incentive  poli¬ 
cies  designed  to  encourage  investment  have  a  reduced  impact  because  of  the 
extent  of  the  operations  of  subsidiaries  of  United  States  firms.37  Corporate 
tax  cuts  often  merely  redistribute  revenue  between  Ottawa  and  Washington 
because  U.S.  multinationals  are  liable  for  United  States  taxes  on  the  income 
of  their  Canadian  subsidiaries.  The  C.D.  Howe  Research  Institute  has  re¬ 
cently  put  together  a  list  of  further  problems  and  issues  raised  by  tax  conces¬ 
sions  to  boost  investment  in  the  short  run.38 

But  there  are  longer-term  issues.  Integration  of  personal  and  corporate 
taxes  would  eliminate  the  double  taxation  of  business  income  and  lower  the 
cost  of  capital.  The  tax  system  could  also  be  changed  in  a  concerted  manner 
to  eliminate  the  taxation  of  the  inflationary  component  of  income.  The  in¬ 
dexing  of  the  personal  income  tax  is  only  a  partial  step.  If  these  reforms  were 
undertaken  without  increasing  tax  rates,  a  corporate  tax  cut  would  result. 
Given  the  uncertainties  which  surround  Canada’s  economic  future,  not  to 
mention  the  problems  which  have  already  plagued  us  for  many  years,  policies 
to  increase  long-run  profitability  and  improve  the  climate  for  business  invest¬ 
ment  will  be  required.  If  one  recognizes  that  the  lead  time  for  many  capital 
intensive  projects  is  at  least  five  years,  it  is  not  too  soon  to  start  preparing 
for  the  challenges  of  the  1980s  in  this  area. 

Although  the  Council  recognizes  that  direct  employment  programs  in 
special  circumstances  may  play  a  marginally  helpful  role  in  alleviating  unem¬ 
ployment  in  the  short  run,  it  has  serious  doubts  about  the  efficacy  of  such 
programs  in  reducing  unemployment  over  the  longer  turn.  At  the  same  time 
the  Council  fully  endorses  the  need  to  pursue  vigorously  effective  manpower 
policies  to  improve  the  performance  of  the  labour  market  in  matching  jobs 
with  people.  The  employment  outlook  for  Ontario  for  the  next  decade 
suggests  that  action  in  this  area  is  a  matter  of  high  priority. 


Dissenting  Comment 


The  recent  activities  of  the  Canadian  Egg  Marketing  Agency  (CEMA)  and 
the  resultant  publicity  have  created,  in  the  eyes  of  the  public,  an  image  of 
inefficiency  which  some  would  apply  to  the  activities  of  all  agricultural 
marketing  boards.  One  certainly  cannot  condone  the  incompetence  shown 
by  CEMA  but  surely  it  is  unfair  to  attribute  the  characteristics  of  one  agency 
to  all. 

In  particular,  in  this  paper  statements  are  made  that  marketing  boards 
distort  the  free  market,  impose  barriers  on  production,  eliminate  competi¬ 
tion,  and  inhibit  efficient  producers.  Without  having  done  a  study  of  any 
consequence  on  the  performance  of  marketing  boards,  these  inferences  be¬ 
come  little  more  than  vague  generalities,  which,  if  left  unchallenged  can  do 
great  damage  within  our  agricultural  industry.  I  suggest  the  Council  is  mak¬ 
ing  a  judgement  here  without  having  considered  all  the  evidence. 

J.  ANDREW  STEWART 


55 


Notes 

1  This  assertion  is  consistent  with  a  large  number  of  statements  and  speeches  made  by  Cabinet 
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Table  A1 

Trends  in  Productivity1  in  Manufacturing 
(Average  Annual  Rate  of  Change) 


Canada 

United 

States 

France 

Italy 

Japan 

United 

Kingdom 

West 

Germany 

Sweden 

1960-1965 

4.6 

4.5 

5.2 

7.1 

8.5 

3.8 

6.4 

7.0 

1965-1970 

4.1 

1.3 

6.5 

5.2 

13.1 

3.4 

5.2 

7.1 

1970-1975 

3.1 

1.9 

2.9 

5.2 

4.4 

2.6 

5.2 

3.7 

19762 

3.5 

8.4 

10.1 

N.A. 

12.1 

4.3 

9.2 

-1.5 

1  Productivity  is  measured  by  output  per  man-hour. 

2  Estimates  for  1976  compare  1975  to  1976:  first  three  quarters  for  the  United  States 
and  first  halfs  for  other  countries. 

Source:  International  Economic  Report  of  the  President ,  Superintendent  of  Docu¬ 

ments,  Washington,  January  1977. 


Table  A2 

Trends  in  Unit  Labour  Costs  in  Manufacturing1 
(Average  Annual  Rate  of  Change) 


Canada 

United 

States 

France 

Italy 

Japan 

United 

Kingdom 

West 

Germany 

Sweden 

1960-1965 

-3.0 

-1.1 

3.8 

4.9 

4.4 

2.9 

4.1 

3.0 

1965-1970 

4.1 

4.7 

0.1 

4.2 

2.0 

1.4 

5.4 

2.5 

1970-1975 

7.7 

6.1 

17.8 

15.3 

19.1 

12.6 

16.5 

14.7 

19762 

11.7 

-1.0 

-6.1 

N.A. 

-5.2 

-6.8 

-12.8 

14.9 

1  United  States  Dollar  Basis 

2  Estimates  for  1976  compare  1975  to  1976:  first  three  quarters  for  the  United  States 
and  first  halfs  for  other  countries. 

Source:  International  Economic  Report  of  the  President,  Superintendent  of  Docu¬ 

ments,  Washington,  January  1977. 
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Table  A3 

Comparative  Unit  Labour  Costs  in  Manufacturing 
in  Canada  and  the  United  States  on  a  U.S.  Dollar  Basis 

(1967  =  100) 


(1) 

Canada 

(2) 

United  States 

(l)/(2) 

Canada/United  States 

1960 

106.3 

97.7 

1.09 

1961 

99.1 

98.3 

1.01 

1962 

91.8 

97.7 

.94 

1963 

90.7 

94.2 

.96 

1964 

90.2 

93.4 

.97 

1965 

91.3 

92.6 

.99 

1966 

95.7 

95.4 

1.00 

1967 

100.0 

100.0 

1.00 

1968 

100.1 

103.3 

.97 

1969 

101.9 

108.7 

.94 

1970 

111.5 

116.5 

.96 

1971 

115.7 

117.6 

.98 

1972 

121.9 

118.1 

1.03 

1973 

126.6 

123.2 

1.03 

1974 

145.4 

140.9 

1.03 

1975 

160.3 

156.4 

1.02 

19761 

181.9 

156.6 

1.16 

1  Estimate 

Source:  International  Economic  Report  of  the  President,  Superintendent  of  Documents, 
Washington,  January  1977. 
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